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FOREWORD 


This  initial  report  is  based  upon  a  study  which  is  being 
performed  at  the  request  of  the  Department  cf  Defense  to 
develop  a  method  for  providing  the  DoD  with  visibility  over 
realized  profits  of  defense  contractors.  The  study  endeavors 
to  measure  profit  trends  by  size  of  company  and  type  of  con¬ 
tract  and  to  compare  trends  on  both  defense  and  commercial 
business . 

The  study  method  is  dependent  upon  the  voluntary  coopera¬ 
tion  of  individual  companies  in  full  disclosure  of  sales,  capital, 
and  earnings  data.  The  data  submitted  are  extremely  sensitive 
to  the  individual  companies  and  must  be  treated  as  proprietary. 
Hence  in  this  report  they  are  consolidated  and  presented  in  the 
form  of  averages,  ranges,  standard  deviations,  and  confidence 
intervals . 

In  addition  to  individual  companies,  other  data  sources 
consulted  included  the  Department  of  Defense,  the  Department  of 
Commerce,  the  Federal  Trade  Commission,  the  Securities  &  Exchange 
Commission,  the  Federal  Reserve  Board,  the  Renegotiation  Board, 
defense  industry  associations,  and  the  National  Industrial  Con¬ 
ference  Board. 

This  document.  Volume  One,  concentrates  primarily  on  findings 
and  conclusions  resulting  from  the  study.  Volume  Two,  which  is  a 
supplement  to  this  document,  contains  supporting  data. 


TABLE  OF  CONTENTS 


Volume  One 


PAGE 


INTRODUCTION  1 

A.  TASK  DEFINITION  1 

B .  BACKGROUND  2 

C.  TASK  PLAN  AND  APPROACH  6 

D.  PRESENTATION  OF  RATIOS  9 

E.  ORGANIZATION  OF  THE  REPORT  10 

SECTION 

I.  SUMMARY  FINDINGS  11 

A.  COMPARISON  OF  PROFIT  ON  DEFENSE  BUSINESS 

WITH  PROFIT  ON  COMMERCIAL  BUSINESS,  11 

B.  ANALYSIS  OF  DEFENSE  PROFITS,  16 

C.  CAPITAL  MARKET  ANALYSIS  '  23 

II.  PROFIT/CAPITAL  INVESTMENT  RATIOS  AND 

CAPITAL  INVESTMENT  TURNOVER  24 

III.  PROFIT/SALES  RATIOS  29 

A.  PROFIT  BY  TYPE  OF  BUSINESS 

(DEFENSE/COMMERCIAL),  29 

B.  PROFIT  BY  TYPE  CONTRACT  29 

IV.  DEPARTMENT  OF  DEFENSE  PROFIT  REVIEW  SYSTEM;  33 

V.  UNALLOWABLE  AND  NON RECOVERABLE  COSTS'  38 

VI.  CAPITAL  MARKET  ANALYSIS'  41 

VII.  DISCUSSIONS  WITH  DEFENSE  INDUSTRY  44 

A.  GENERAL'  44 

B.  WHY  DEFENSE  BUSINESS  PROFITABILITY  IS 

WHAT  IT  IS!  45 

C.  WHAT  DEFENSE  PROFITS  SHOULD  BE'  50 

D.  WHAT  CHANGES,  IF  ANY,  SHOULD  BE  MADE 
IN  DOD  POLICIES  AND  PRACTICES  AS  THEY 

AFFECT  PROFIT?  53 

,.E.  UNSOLICITED  COMMENTS  OF  DEFENSE  INDUSTRY,  ,  f  u 


VIII  OBSERVATIONS,  CONCLUSIONS,  AND  FUTURE  PLANS  64 


111 


TABLE  OF  CONTENTS  (Cent.) 


Volume  Two 

PAGE 

i  —  » 

SECTION 

IX.  CONTRACTOR  SELECTION  AND  DATA  COLLECTION  1 

A.  GENERAL  1 

B.  SELECTION  OF  THE  COMPANIES  IN  THE  SAMPLE  1 

C-  DATA  OBTAINED  4 

D.  INDUSTRIAL  COMPARISON  GROUP  6 

X.  PROFIT  RATIOS.  CONFIDENCE  INTERVALS,  AND  8 

RANGE  DATA 

A.  GENERAL  8 

B.  STATISTICAL  APPROACH  8 

C.  ESTIMATING  POPULATION  SIZE  10 

D.  ESTABLISHMENT  OF  COMMERCIAL  CATEGORIES  11 

E.  RESULTS  OF  THE  ANALYSIS  12 

F.  WEIGHTED  AVERAGES  AND  CONFIDENCE  INTERVALS  13 

G.  WEIGHTED  AVERAGES  AND  RANGE  DATA  14 

XI.  ESTIMATING  POPULATION  SIZE  95 

XII.  POLICY  IMPLEMENTATION  LAG  TIME  133 

XIII.  COMPARATIVE  INDUSTRY  (FTC-SEC)  SAMPLE  135 

STATISTICS 

APPENDICES 

A.  FORM  FOR  OBTAINING  FINANCIAL  INFORMATION  FROM 
SAMPLE  COMPANIES 

B.  GUIDELINE  FOR  DISCUSSIONS  WITH  SAMPLE  COMPANIES 

C.  FORMAT  OF  OBTAINED  SAMPLE  COMPANY  OPINIONS 

D.  CHARTS  SHOWING  RESULTS  OF  INTERVIEWS  WITH 
SAMPLE  COMPANIES 

s 


A 


iv 

i 


INTRODUCTION 


A.  TASK  DEFINITION 

On  7  June  1966,  the  Assistant  Secretary  of  Defense  (Instal¬ 
lations  and  Logistics)  assigned  a  task  to  the  Logistics  Management 
Institute  which  involved  a  study,  "Defense  Industry  Profit  Review 
System."  This  report  is  a  product  of  that  task.  It  deals  with 
the  initial  results  of  a  voluntary  defense  industry  profit  data 
study  which  included  the  follow:.ng : 

•  Develop  the  basic  profit  data  requirements  and 
instructions  for  defense  industry  participation  in  a 
voluntary  profit  data  study. 

•  Identify  a  representative  sample  of  the  defense 
inuustry  for  participation  in  this  study. 

e  Conduct  interviews  with  companies  selected  for 
the  sample  for  the  purpose  of  assisting  them  ir.  the 
preparation  of  profit  information  to  be  included  in 
this  study. 

a  Obtain  the  profit  data  from  industry,  and  after 
analysis,  consolidate  the  results  in  terms  of  (a)  profit 
as  a  percent  of  sales,  of  equity  capital  investment,  and 
of  total  capital  investment  for  both  defense  and  com¬ 
mercial  (non-government)  business;  (b)  unaliowable/non- 
recoverable  costs^  as  a  percent  of  defense  sales;  and 
(c)  profit  as  a  percent  of  defense  sales  on  different 
types  of  contracts,  including  prime  contracts,  subcon¬ 
tracts  and  price  competitive  contracts. 


:  i 

ff 


See  paragraph  7,  Appendix  A-3  for  a  definition  of  un- 
allowable/nonrecoverable  costs. 
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•  Develop  as  much  useful  information  as  necessary 
in  discussion  with  companies  to  determine  the  reasons 
for  their  realized  profits  or  losses. 

The  Profit  Review  Study  task  order  had  one  additional  pur¬ 
pose,  namely,  an  analysis  by  LMI  of  the  data  outputs  of  a  DoD  in¬ 
ternal  profit  review  system.  The  DoD  system  covers  contracts 
negotiated  under  the  weighted  guidelines  and  is  based  on  contract¬ 
ing  officers'  reports  of  "going-in"  profit  objectives  and  nego¬ 
tiated  profits  on  all  types  of  contracts  and  earned  profits  on 
completed  contracts  of  all  types  except  firm  fixed-price.  Some 
of  the  data  from  the  DoD  Profit  Review  System  are  included  in 
this  report,  but  the  data  on  those  completed  contracts  that  were 
negotiated  under  the  Weighted  Guidelines  profit  policy  were  not 
sufficient  in  quantity  for  a  meaningful  analysis.  It  is  believed 
that  additional  data  will  be  available  for  inclusion  when  the  next 
LMI  Profit  Review  report  i3  released. 

For  the  purpose  of  this  study,  "defense  industry"  is  a  seg¬ 
ment  of  U.S.  industry  made  up  of  companies  that  are  doing  over 
ten  percent  of  their  total  business  and  over  $1  million  in  sales 
annually  with  the  Department  of  Defense. 

In  addition  to  the  work  called  for  in  the  task,  LMI  also 
obtained  and  analyzed  defense  industry  views  on  what  they  thought 
profits  in  the  defense  industry  should  be  and  what  changes,  if 
any,  they  believed  should  be  made  in  DoD  or  industry's  policies  or 
practices  to  make  realized  defense  profits  more  compatible  with 
what  che  industry  people  thought  they  should  be. 

B .  ' BACKGROUND 

For  the  development  and  production  of  weapon  systems  and 
other  military  hardware,  the  United  States  Government  looks  pri¬ 
marily  to  our  privately  owned,  profit-oriented  industry.1  The 


Many  of  the  broad  policy  aspects  of  this  matter  are  dis¬ 
cussed  in  "Report  to  the  President  on  Government  Contracting 
for  Research  and  Development."  30  April  1962. 
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success  of  such  an  arrangement  depends  upon  many  things  which  tte 
beyond  the  scope  of  this  study,  such  as  a  high  order  of  planning 
skill  and  managerial  capability  within  both  the  Government  and 
industry.  One  of  the  ingredients  for  success  is  industry  profit, 
and  it  is  upon  that  single  ingredient  which  this  study  focuses. 

Th*  Apartment  of  Defense  must  apply  contracting  policies 
and  metnuGS  designed  to  create  an  environment  in  which  industry 
can  realize  profits  on  defense  business  which  are  high  enough  to 
give  reasonable  assurance  of  long-term  availability  to  DoD  of 
industrial  support  by  the  best  companies,  and  to  enable  those 
defense  contractors  to  attract  sufficient  equity  and  borrowed 
capital.  The  Department  of  Defense  must  also  be  concerned  that 
profits  are  not  so  high  that  use  of  public  funds  becomes  a  con¬ 
cern.  Just  where  the  profit  range  on  defense  business  should 
fall  in  quantitative  terms  is  a  matter  of  judgment  and  a  point 
on  which  there  will  probably  always  be  disagreement.  This  re¬ 
port  makes  no  recommendation  as  to  what  profit  ranges  should 
be.  However,  although  there  are  several  right  answers  depending 
upon  one's  point  of  view,  there  is  general  agreement  that  profit 
opportunities  must  be  sufficient  to  provide  long-term  health  and 
vigor  to  those  companies  which  turn  in  the  kind  of  performance 
DoD  requires  to  support  its  mission. 

Beginning  in  the  early  1960's  the  Department  of  Defense 
made  a  number  of  changes  in  its  procurement  and  contracting 
policies  which  directly  or  indirectly  influenced  the  profitabil¬ 
ity  of  defense  business.  On  balance,  these  changes  significantly 
increased  contractors'  risks.  Some  of  these  changes  are: 

•  The  Department  of  Defense  implemented  a  policy  of 
decreasing  cost-reimbursable  contracting,  increasing  in¬ 
centive  and  firm  fixed-price  contracting,  and  increasing 
price  competitive  procurement. 

•  The  shift  from  cost-reimbursable  to  fixed-price 
contracting  increased  the  working  capital  requirements  of 
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contractors  primarily  because  the  progress  payments  by 
DoD  on  the  fixed-price  types  were  at  a  lower  rate  than 
reimbursements  by  DoD  on  the  cost  type  contracts. 

•  The  DoD  strengthened  its  resistance  to  requests 
for  government-furnished  facilities,  which  required 
more  facilities  to  be  provided  by  the  contractors  and 
consequently  increased  contractors'  capital  requirements. 

e  The  DoD  gave  increased  emphasis  to  its  breakout 
program  (ASPR  1-326,  October  1965)  whone  effect  was  to 
increase  the  proportion  of  government-furnished  material 
and,  therefore,  to  decrease  the  ratio  of  sales  to  capital. 

•  The  Department  of  Defense  developed  the  Contractor 
Performance  Evaluation  System,1  which  when  fully  imple¬ 
mented  is  intended  to  improve  the  ability  of  the  DoD  to 
reward  efficient  defense  contractors  both  in  source  selec¬ 
tion  and  in  the  establishment  of  target  profits. 

During  the  same  period  the  annual  reports  of  the  Renego¬ 
tiation  Board  indicated  a  decline  in  average  defense  industry 
pre-tax  profit  on  sales  from  6.5%  in  1956  to  3.1%  in  1962. 
Hearings  before  the  Senate  Government  Operations  Committee 
(McClellan  Committee)  underscored  the  fact  that  uncritical 
application  of  standard  average  percentages  to  total  cost  or 
sales  dollars  without  consideration  of  individual  performance  is 
not  a  sound  way  to  arrive  at  target  profit.  Studies  by  the  DoD 
showed  that  negotiated  profit  percentages  clustered  within 
narrow  ranges  by  type  contract. 

On  15  August  1963  the  Department  of  Defense  promulgated  a 
new  profit  policy  for  application  to  all  contracts  negotiated 
subsequent  to  1  January  1964.  That  policy,  which  appears  in 


1See  Guide  to  Contractor  Performance  Evaluation  (Develop¬ 
ment  and  Production)  June,  1966  issued  under  authority  of  DoD 
Directive  5126.38,  dated  3  December  1965. 
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Paragraph  3-808  of  the  Armed  Services  Procurement  Regulation 
( ASPR)  includes  the  following  statement: 

"...  Effective  national  defense  in  a  free 
enterprise  economy  requires  that  the  best  indus¬ 
trial  capabilities  be  attracted  to  defense  contracts. 

These  capabilities  will  be  driven  away  from  the  de¬ 
fense  market  if  defense  contracts  are  characterized 
by  low  profit  opportunities.  Consequently,  negotia¬ 
tions  aimed  merely  at  reducing  prices  by  reducing 
profits,  with  no  realization  of  the  function  of 
profit  cannot  be  condoned.  ..." 

The  Department  of  Defense  initiated  a  data  collection  system 
(the  DoD  Profit  Review  System)  to  maintain  continued  surveillance 
over  the  implementation  of  its  profit  policy.^  Detailed  imple¬ 
mentation  guidelines  and  DoD  courses  of  instruction  for  depart¬ 
mental  contracting  personnel  were  instituted  and  have  been  given 
regularly  in  the  interest  of  providing  informed  and  consistent 
policy  implementation. 

A  significant  time  lag  occurs  between  implementation  of 
DoD  policies  that  might  affect  profit  and  the  resultant  effect 
on  profit  realized  by  defense  contractors.  Considerable  time 
was  required  for  contracts  to  be  awarded  under  ASPR  3-808,  as 
well  as  additional  time  for  those  contracts  to  have  an  impact 

2 

and  become  recorded  revenue  on  contractors'  books  of  account. 

Inasmuch  as  the  policy  is  only  applicable  to  negotiated 
target  profit  or  "going  in"  profit.  Defense  management  believed 
it  desirable  to  develop  a  better  understanding  of  realized  or 
"coming  out"  defense  industry  profit.  It  was  recognized  that 
"going  in"  target  profit  is  only  an  indication  of  the  potential 


1ASPR  3-808.1. 

2 

For  example,  average  expenditures  are  about  20%  within 
11  months,  50%  within  16  months,  and  80%  within  20  months  after 
contract  award.  See  Section  XII  for  discussion  of  time  lag 
between  DoD  procurement  awards,  expenditures,  and  industry 
realization  of  profit. 
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level  of  industry's  profitability.  Also,  neither  the  profit 
policy  nor  the  DoD  reporting  system  was  applicable  to  price 
competitive  contracts  upon  which  an  ever  increasing  share  of  the 
DoD  procurement  budget  was  being  spent.  To  help  shed  light  on 
both  areas  -  i.e.,  realized  profits  in  general  and  profit  on 
price  competitive  contracts  in  particular  -  the  Logistics  Manage¬ 
ment  Institute  was  asked  to  undertake  a  study  effort  in  which 
realized  defense  industry  profit  would  be  obtained  on  a  voluntary 
basis  from  a  sampling  of  defense  industry.  That  became  the  task 
upon  which  this  report  is  based. 

It  was  intended  that  the  LMI  study  would  (1)  make  available 
for  the  first  time  an  array  of  data  on  defense  profit  suffi¬ 
ciently  comprehensive  and  reliaole  to  permit  meaningful  analysis; 
and  (2)  aid  in  an  understanding  and  evaluation  of  the  various 
factors  influencing  the  profitability  of  defense  business  in¬ 
cluding,  in  particular,  the  impact  of  DoD  procurement  policies 
and  contracting  systems  and  methods. 

C.  TASK  PLAN  AND  APPROACH 

A  plan  was  prepared  for  obtaining  industry  financial  data 
over  a  period  of  recent  years. 

A  form  covering  the  type  of  financial  information  desired 
was  developed.^  Analysis  was  then  undertaken  to  define  a  sample 
of  defense  contractors  that  would  be  representative  of  defense 
industry,  including  subcontractors  as  well  as  primes. 

Concurrently,  an  analysis  was  made  and  general  (primarily 
non-defense)  industry  data  were  selected,  to  which  the  defense 
industry  data  could  be  compared.  Many  industry  financial  data 
were  considered,  in  addition  to  considering  the  possibility  of 
collecting  and  structuring  comparative  data  specifically  for 
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The  form  appears  in  Appendix  A. 


the  study.  It  was  finally  decided  to  use  the  six  durable 
categories  from  the  FTC/SEC  Quarterly  Financial  Report  for 
Manufacturing  Companies1  whose  products  most  closely  compared 
to  those  purchased  by  the  DoD. 

Initially,  six  defense  contractors  volunteered  to  submit 

data  in  order  to  enable  LMI  to  test  the  workability  of  the  data 

gathering  and  analysis  plans.  Upon  receipt  and  consolidation 

of  those  data,  the  planned  approach  was  again  reviewed  in  detail 

and  approved  by  defense  management  upon  the  recommendation  of 

the  Defense  Industry  Advisory  Council  (DIAC)  at  its  February 

1966  meeting.  A  DIAC  subcommittee  chaired  by  the  Assistant 

Secretary  of  Defense  (Installations  and  Logistics)  was  formed 

at  the  February  meeting  to  maintain  surveillance  over  the  study. 

Subsequent  to  the  meeting,  in  accordance  with  the  Federal  Reports 
2 

Act,  the  approval  of  the  Bureau  of  the  Budget  was  obtained 
for  submitting  the  designed  questionnaire  to  designated  addi¬ 
tional  contractors. 3 

It  was  decided  initially  to  obtain  data  from  about  60  com¬ 
panies,  with  the  intent  of  selecting  20  companies,  each  doing 
over  $200  million  per  year  in  defense  sales  -  prime  and  sub; 

20  each  between  $25  million  and  $200  million  per  year  -  prime 
and  sub;  and  20  each  between  $1  million  and  $25  million  per  year 
prime  and  sub.  Participation  was  voluntary.  The  decision  regard 
ing  the  number  of  companies  from  which  data  would  be  obtained  was 
an  arbitrary  one,  with  the  considerations  including  ant  LMI  work¬ 
load  of  manageable  proportions  and  reasonable  demands  upon  de¬ 
fense  industry. 


1See  Section  IX  for  discussion  of  selection  and  use  of  the 
FTC/SEC  durable  goods  categories. 

2 

U.S.  Code  -  Title  15,  Section  139(C),  Bureau  of  Budget 
Circulars  Nos.  A-40  and  A-17. 

3 

See  Appendix  A  for  format  used. 
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In  order  to  obtain  the  desired  level  of  industry  parti¬ 
cipation  it  was  necessary  to  request  the  participation  of 
about  110  companies.  Because  of  lack  of  data  in  the  form  re¬ 
quired,  or  inability  to  meet  the  time  requirements,  a  number 
of  companies  -  particularly  smaller  companies  -  were  unable 
to  participate.  Almost  all  high  volume  (over  $200  million)  de¬ 
fense  contractors  were  invited  to  participate,  invitations 
were  extended  to  28  medium  volume  contractors  ($25  million- 
$200  million)  and  53  low  volume  contractors.  In  the  end,  some 
65  contractors  participated  in  the  study. 

Financial  information  was  obtained  for  the  years  1958  to 
1966,  inclusive  (data  for  fiscal  years  ended  during  the  par¬ 
ticular  calendar  year  involved) .  All  profit  data  were  pre-tax. 
LMI  developed  some  after  tax  data  as  indicated  in  Section  I. 

LMI  tested  a  significant  portion  of  the  data  by  comparison 
with  published  financial  reports  and  by  other  means  to  assure 
their  reliability  for  use  in  the  study.  Also,  in  all  cases, 
the  data  were  requested  and  discussions  and  follow-up  were 
accomplished  through  direct  contact  with  top  management  of  the 
participating  companies.  Generally  such  discussions  were  with 
the  presidents  and  chief  financial  officers. 

The  company  data  were  consolidated  in  the  form  of  average 
profit  rates  for  defense  and  commercial  business,  for  companies 
in  various  sales  volume  ranges,  and  for  different  types  of  con¬ 
tracts.  Since  averages  conceal  variations  in  individual  company 
experience,  the  variation  about  the  average  was  also  analyzed. 

The  data  were  presented  in  consolidated  form  to  the  DIAC 
at  its  October  1966  meeting.  As  a  result  of  the  October  pre¬ 
sentation,  it  was  recommended  by  Defense  management  and  the 
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DIAC  that  the  data  collection  time  period  be  extended  to  en¬ 
compass  1966  and  1967. 

To  find  out  what  defense  contractors  thought  about  the 
causes  of  the  levels,  trends,  and  differences  in  defense  pro¬ 
fit  as  well  as  the  differences  between  profit  on  defense  busi¬ 
ness  and  profit  on  commercial  business,  extensive  interviews 
with  contractor  management  were  conducted.  These  interviews 
also  covered  identification  of  problem  areas  together  with 
discussions  of  their  potential  solutions. 


D.  PRESENTATION  OF  RATIOS: 

TfSAL£~Stf  "VS.  "COST ir  "BASIS;  ’’BEFORE  TAX"  VS.  "AFTER  TAX"  BASIS 


Generally  the  operating  ratios  throughout  this  report  are 
percentages  of  sales ,  rather  than  percentages  of  costs.  The 
sales  basis  was  chosen  as  being  the  common  method  of  reflecting 
percentages  throughout  industry  and  the  financial  market.  If 
it  is  desired  to  compare  profit  on  sales  with  DoD  procurement 
statistics  which  reflect  profit  on  costs  (e.g.,  Section  IV), 
the  profit/cost  ratio  may  be  readily  derived  from  the  ratio  of 
profit  to  sales  by  means  of  the  following  formula: 


Profit 

Cost 


Profit 

Sales 


Profit 

'Sales 


For  example,  if  the  profit  on  sales  is  8%: 


Profit 

Cost 


.08/(1  -  .08) 


.087  *  8.7% 


After  considering  the  pros  and  cons  of  stating  profit 
before  or  after  federal  income  taxes  the  decision  was  made  to 
show  the  ratios  generally  before  tax.  This  method  was  chosen 
to  make  it  possible  to  relate  the  ratios  to  price  negotiation 
policy  and  to  other  DoD  and  industry  statistics,  and  also  to 
avoid  distortions  that  would  result  from  the  rates  of  tax 
which  vary  among  the  companies  and  from  year  to  year.  However, 
since  the  after  tax  percentage  is  the  valid  measure  of  net 
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business  profitability,  after  tax  ratios  are  presented  in 
summary  form  in  Section  I  (paragraph  A  and  Charts  1-1  and 
1-2).  For  obvious  reasons,  after  tax  profits  were  also  used 
in  making  the  capital  market  analysis  in  Section  VI.  The 
reader  should  bear  in  mind  that  the  before  tax  ratios  used 
in  all  other  portions  of  the  report  are  subject  to  reductions, 
(averaging  in  1966  approximately  42%^)  if  the  data  are  used 
to  measure  true  business  income. 

E.  ORGANIZATION  OF  THE  REPORT 

Results  of  the  study  to  date  are  presented  in  this  volume 
(sections  I  through  VIII)  in  the  form  of  findings,  conclusions 
and  supporting  evidence,  avoiding  any  presentation  that  would 
disclose  individual  company  information.  Volume  Two  (sections 
IX  through  XIII)  includes  the  procedure  followed  for  sample 
selection  and  data  collection,  a  summary  of  the  statistical 
approach,  and  comparative  data  from  outside  commercial  sources. 
Sample  forms  are  provided  in  the  Appendices  in  Volume  Two. 


1The  average  income  tax  as  a  percentage  of  pre-tax  profits 
in  the  six  durable  goods  industry  groups,  as  shown  in  the  FTC- 
SEC  Quarterly  Financial  Report  of  Manufacturing  Companies  for 
1966. 


SECTION  I 


SUMMARY  FINDINGS 


A.  COMPARISON  OF  PROFIT  ON  DEFENSE  BUSINESS  WITH  PROFIT 

ON  COMMERCIAL  BUSINESS 

(Note:  The  profit  rates  used  in  this  Paragraph  A  are  net 
profits  after  deduction  of  Federal  income  taxes. 

In  other  sections,  and  in  related  comments  in  other 
paragraphs  of  this  section,  profit  rates  and  costs 
are  stated  before  tax.  See  Paragraph  D  of  the 
Introduction  for  a  discussion  of  the  use  of  before 
and  after  tax  ratios.) 

1.  The  average  profit  as  a  percer.  of  capital  investment, 

of  high  and  medium  volume  companies , ^  has  been  lower  for  the  past 

five  years  on  their  defense  business  than  on  their  commercial 

business  and  also  lower  than  the  average  profit  on  capital  of 

2 

companies  included  in  the  FTC-SEC  sample.  The  trend  of  profits 
on  defense  business  of  these  companies  since  1958  has  been  down¬ 
ward  while  that  on  their  commercial  business  and  the  FTC-SEC 
sample  has  been  upward.  (Chart  I — 1 . ) 


These  findings  are  based  on  weighted  averages  of  the  high 
and  medium-volume  (over  $25  million  defense  sales  per  year)  com¬ 
panies  in  the  sample.  Experience  of  low-volume  companies  is  not 
shown.  The  variance  of  results  for  the  low-volume  company  sample 
was  greater  than  for  the  high  and  medium-volume  sample,  and  the 
low-volume  sample  contained  a  very  small  portion  of  the  total 
sales  of  all  low-volume  companies.  Inclusion  of  the  data  from 
the  low-volume  companies  would,  therefore,  widen  the  confidence 
interval  and  hence  lower  the  usefulness  of  the  overall  data. 

Data  on  the  low  volume  companies  will  be  found  in  Volume  Two. 

2 

See  Paragraph  D,  Section  IX  for  definition  of  the  FTC-SEC 
sample . 
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•  Net  Profit  on  Total  Capital  Investment  (TCI)  was 
6.91  on  defense  business  in  1966.  The  corresponding 
ratio  for  defense  contractors'  commercial  business  was 
10.8%  and  for  companies  in  the  FTC-SEC  sample,  12.4%. 

•  Between  1958  and  1966  defense  profit/TCI  ranged 
from  a  high  of  10.2%  in  1958  to  a  low  of  6.3%  m  1964 
and  stood  at  6.9%  in  1966. 

•  Profit  to  TCI  on  the  commercial  business  of 
defense  contractors  ranged  from  a  low  of  4.7%  in  1961 
to  a  high  of  11.6%  in  1965  and  stood  at  10.8%  in  1966. 

•  Profit  to  TCI  of  the  comparable  FTC-SEC  industry 
groups  ranged  from  a  low  of  7.1%  in  1958  to  a  high  of 
12.6%  in  1965  and  stood  at  12,4%  in  1966. 

2.  Defense  TCI  turnover  (the  ratio  of  sales  to  TCI)  declined 
from  3.8  in  1958  to  2.9  in  1966.  Over  the  same  period  the  TCI 
turnover  of  both  the  commercial  business  of  defense  contractors 
and  the  FTC-SEC  companies  ranged  from  2.0  in  1958  to  2.2  in 

1966.  (Table  II-3.) 

3.  Over  the  same  period  the  defense  business  ratio  of 
profit  to  sales  declined  from  2.7%  in  1958  to  2.4%  in  1966.  In 
contrast,  both  the  commercial  business  of  defense  firms  and  the 
FTC-SEC  companies  showed  increases  in  profit  on  sales;  the  first 
group  from  3.4%  in  1958  to  5.0%  in  1966  and  the  second  group  from 
3.6%  in  1958  to  5.5%  in  1966.  Chart  1-2.) 

4.  The  decline  in  defense  profits  on  TCI  was  caused  pri¬ 
marily  by  the  decline  in  TCI  turnover  and  to  a  lesser  degree 

by  a  decline  in  profits  on  sales,  which  held  a  fairly  level  ratio 
from  1960  forward.  However,  the  fact  that  commercial  and  FTC-SEC 
turnover  and  profits  on  sales  increased  steadily  during  the  same 
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period  has  resulted  in  a  widening  of  the  gap  between  defence 
profits  and  commercial  profits  on  TCI. 

5.  The  non-defense  portion  of  defense  industry  business 
has  been  expanding  at  a  slightly  faster  rate  than  has  commercial 
business  in  general.  The  defense  portion  of  defense  industry 
business,  therefore,  has  been  declining  as  a  percentage  of  their 
overall  business  (Table  III-l.) 

6.  Discussions  with  defense  contractors  revealed  that  mos 
of  them  planned  to  increase  their  commercial  business  as  a  per¬ 
cent  of  their  total  business.  They  intend  to  change  their  com¬ 
mercial/defense  business  mix  primarily  by  concentrating  growth 
efforts  on  non-defense  business.  Their  reasons  are  that: 

a.  The  non-defense  sector  of  the  economy  is  growing 
more  rapidly  than  the  defense  sector  and  they  believe  it 
will  continue  to  do  so. 

b.  During  the  past  few  years  financial  risk  has 
shifted  significantly  from  the  Government  to  contractors 
in  defense  business. 

c.  There  is  greater  profit  potential  in  commercial 
business . 

d.  Commercial  business  is  generally  less  competitive 
and  has  more  production  stability  than  defense  business. 

(Reference:  Section  VII.) 


SALES  AND  PROFIT  RATIOS 

'\H  MILLIONS 


16 


B .  ANALYSIS  OF  DEFENSE  PROFITS 

(Note:  The  profit  rates  used  in  this  Paragraph  B  are 
stated  before  deduction  of  Federal  Income  Tax 
so  that  the  percentages  can  be  conveniently 
related  to  the  basic  data  and  to  rates  used  in 
price  negotiations.) 

1.  Equity  Capital  Investment  (ECI)  in  defense  business 
increased  by  38%  from  $2,671  million  in  1958  to  $3,684  million 
in  1966.  TCI  increased  by  50%  from  $3,267  million  to  $4,911 
million  during  the  same  period,  $788  million  of  the  increase 
occurring  in  1966.  (Table  II-3.) 

2.  Defense  sales  volume  during  the  1958-1966  period  ranged 
from  a  low  of  $12,706  million  in  1958  to  a  high  of  $15,380  mil¬ 
lion  in  1962,  and  was  $14,738  million  in  1566.  (Table  II -3.) 

3.  The  substantial  increase  in  the  requirement  for  capital 
in  the  defense  portion  of  the  business  coupled  with  only  a  moder¬ 
ate  growth  in  sales  volume  resulted  in  a  30%  increase  in  capital 
per  dollar  of  defense  sales.  The  ratio  of  profit  per  dollar  of 
sales  would  have  had  to  increase  a  similar  30%  to  maintain  a 
profit  to  total  capital  ratio  constant  at  the  1958  level.  The 
contrast  of  the  trend  in  the  capital/sales  ratio  and  the  profit/ 
sales  trend  and  the  resulting  decrease  in  profit/TCI  are  illus¬ 
trated  in  Chart  1-3. 

4.  Defense  sales/ECl  and  defense  sales/TCI  ratios  vary 
widely  among  contractors,  as  does  the  ratio  of  long-term  debt 
to  ECI .  Some  defense  contractors  have  virtually  no  borrowed 
capital  while  others  have  relatively  large  amounts  as  a  per¬ 
centage  of  total  capital.  Therefore,  the  profit/capital  ratios 
are  more  comparable  when  expressed  on  the  basis  of  profit  to 
TCI.  Chart  1-4  shows  a  distribution  of  the  defense  total  capital 


turnover  ratios.  The  wide  variation  in  these  ratios  has  con¬ 
tributed  to  wide  variations  among  contractors  in  their  ratios 
of  profit  to  total  capital. 

5.  The  trend  of  the  defense  profit/sales  ratio  was  down¬ 
ward  from  1958  through  1964.  The  ratio  of  4.8%  for  1965  was  up 
sharply  from  the  4.0%  for  1964,  but  fell  to  4.5%  in  1966.  This 
ratio  is  equivalent  to  the  i960  ratio  of  4.5%  but  is  lower  than 
1958  and  1959  which  were  5.4%  and  5.1%  respectively.  (Table 
III-l.) 

6.  The  profit/sales  ratio  of  firm-fixed-price  (FFP)  con¬ 
tracts  has  been  lower  since  1961  than  the  same  ratic  on  all  other 
contract  types.  The  ratio  on  CPFF  contracts  has  risen  slightly, 
which  may  be  due  to  restricting  use  of  this  type  of  contract  to 
high  technical  effort.  Profits  on  sales  on  CPIF  and  FPI  contracts 
have  remained  about  the  same  during  the  period.  (Table  III-2.) 

In  that  part  of  the  sample  for  which  we  had  data,  profits  on 
price  competitive  sales  trended  downward  from  11.0%  in  1958  to 
an  average  loss  of  4.2%  in  1964,  and  stood  at  an  average  of 
0.4%  in  1966,  The  frequency  distributions  of  profit  ratios  by 
contract  type  for  1966  are  shown  in  Chart  1-5.  The  low  mean 
ratios  on  FFP  and  price  competitive  contracts  are  strongly 
affected  by  substantial  losses  on  a  small  number  (361  were 
identified)  of  large  contracts.  However,  even  if  these  36 
contracts  are  eliminated,  as  shown  in  Chart  1-6,  the  adjusted 
mean  ratio  of  5.0%  on  FFP  contracts  is  still  lower  than  CPIF  or 
FPI. 

7.  Unallowable  and  nonrecoverable  costs  have  been  averag¬ 
ing  approximately  1.5%  of  defense  sales,  with  a  slight  increase 

1In  attempting  to  analyze  FfP  losses,  LMI  queried  some  of 
the  contractors  having  such  losses.  These  contractors  mentioned 
the  effect  of  one  or  a  few  large-loss  contracts  on  their  average 
FFP  profits.  The  36  contracts  are  some  of  those  which  were  identi 

f  ied. 
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in  1965  and  1966.  At  a  1.5%  rate  they  are  equivalent  to  about 
1/3  of  the  profit  in  defense  business.  The  major  elements  of 
these  costs  are  independent  research  and  development  and  in¬ 
terest.  (Tables  V-l  thru  V-3.)  The  range  of  unallowables 
among  companies  is  from  less  than  1/2  of  1%  to  over  5%.  Thus, 
any  change  in  the  treatment  of  these  costs  would  not  have 
uniform  effect  among  defense  contractors. 

8.  In  discussions  contractors  stated  that  they  believe 
adequate  attention  is  given  to  the  subject  of  contract  risk 
and  employment  of  higher  skills  in  formulating  prenegotiation 
profit  objectives  under  the  Weighted  Guidelines.  They  believe, 
however,  that  greater  emphasis  should  be  placed  on  contractor 
capital  investment,  and  that  additional  attention  should  be 
given  to  performance  on  earlier  contracts  in  establishing 
profit  objectives  on  new  contracts.  (Reference:  Section  VII.) 


■t 


PERCENTAGE  CHANGES  IN 

RATIO  OF  PROFIT  (BEFORE  TAX*  TO  TOTAL  CAPITAL  INVESTMENT. 
CAPITAL  PER  DOLLAR  OF  DEFENSE  SALES 
&  PROFIT  SBEFORE  TAX  PER  DOLLAR  OF  DEFENSE  SALES 
HIGH  AND  MEDIUM  VOLUME  COMPANIES 
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CHART  1-3 
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Chart  1-6 
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C.  CAPITAL  MARKET  ANALYSIS 

A  brief  analysis  of  the  earnings  and  of  the  stock  market 
price  performance  of  the  participating  companies  indicates  that 
companies  primarily  engaged  in  defense  business  have  had  lower 
price/earnings  ratios  since  1960  than  those  primarily  in  com¬ 
mercial  business  and  those  with  a  greater  mix  of  defense  and 
commercial  business.  Changes  in  market  value  over  a  ten-year 
period  do  not  consistently  favor  companies  with  defense  or  com¬ 
mercial  business  concentration,  but  show  best  results  for  com¬ 
panies  with  a  mixture  of  defense  and  commercial  sales.  (Reference: 
Section  VI.) 
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SECTION  II 


PROFIT/CAPITAL  INVESTMENT  RATIOS 
AND 

CAPITAL  INVESTMENT  TURNOVER 


Company  management  is  responsible  for  generating  a  return 
on  investment  which  is  satisfactory  to  shareholders  and  lenders. 
They  must  therefore  relate  profit  to  capital  investment.  Pro¬ 
fit/capital  investment  is  related  to  profit/sales  as  follows: 

Profit  Sales _  ^  Profit _ _ 

Sales  x  Capital  Investment  *  Capital  Investment 

The  sales/capital  investment  ratio,  which  can  be  used  to  trans¬ 
form  profit/sales  into  profit/investment,  is  capital  turnover. 

In  this  report  two  measures  of  capital  investment  are  used: 
equity  capital  investment  (ECI)  and  total  capital  investment 
(TCI) , 1  Therefore,  two  capital  turnover  ratios  are  employed: 
equity  capital  turnover  (sales/ECI)  and  total  capital  turnover 
(sales/TCI) . 

Since  profit/capital  investment  is  dependent  on  capital 
turnover  as  well  as  profit/sales,  capital  turnover  ratios  are 
included  m  the  tables  of  this  section.  Capital  turnover  is 
affected  by  the  nature  of  the  business  las  some  industries  re¬ 
quire  more  investment  per  sales  dollar  than  others) ,  company 
investment  policy,  competence  in  selection  and  use  of  facili¬ 
ties  and  equipment  by  the  contractor,  government  policy  on 
furnishing  facilities  and  equipment,  business  volume,  and  sub-, 
contracting  policy.  Trends  in  capital  turnover  and  differences 


^As  mentioned  in  Section  IX,  total  capital  investment  is 
defined  to  include  equity  capital  investment  and  long-term  debt. 
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between  that  turnover  in  defense  and  commercial  business  can 
therefore  result  from  any  combination  of  those  factors. 

In  the  tables  that,  follow,  the  commercial  business  data 
presented  are  those  obtained  from  companies  with  high  and 
medium  volume  defense  business.  FTC/SEC  data  are  also  pre¬ 
sented  for  a  comparable  segment  of  industry.  These  data 
reflect  experience  of  companies  in  the  six  durable  goods  cate¬ 
gories  whose  products  are  most  comparable  to  those  durable 
goods  purchased  by  the  DoD. 

The  combined  high  and  medium  volume  company  sales  shown 
in  Table  11-3  cannot  simply  be  divided  by  the  capital  amounts 
to  obtain  capital  turnover.  The  medium  and  high  volume  sample 
data  represent  different  percentages  of  the  associated  popula¬ 
tions,  and  therefore,  the  ratios  for  the  two  categories  must 
be  combined  on  a  weighted  basis.  For  the  same  reason,  the 
weighted  averages  in  Tables  11-1  and  11-2  will  not  necessarily 
multiply  to  the  Profit/ECI  and  Profit/TCI  ratios. 

In  studying  the  data,  the  reader  is  cautioned  not  to  ex¬ 
aggerate  the  upward  trends  in  commercial  profit/ECI  and  profit/ 
TCI  shown  in  Tables  II-l  and  II-2.  1958  and  1960-1961  were 

recession  periods.  As  is  typical  in  such  periods,  commercial 
business  was  affected  more  than  defense  business.  Separate 
defense  and  commercial  profit  data  were  not  obtained  for  years 
prior  to  1958,  but  an  analysis  was  made  of  1956  and  1957  FTC/ 

SEC  data  because  FTC/SEC  data  were  observed  to  follow  the  general 
pattern  of  the  commercial  business  data  of  the  sample  companies 
in  1958-1966.  The  FTC/SEC  data  showed  lower  profit/ECI  and 
profit/TCI  ratios  in  1958,  I960,  and  1961  than  in  any  other 
year  in  the  1956-1966  period. 
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SECTION  III 


PROFIT/SALES  RATIOS 

k.  PROFIT  BY  TYPE  OF  BUSINESS  (DEFENSE/COMMERCIAL) 

Table  III-1  presents  sales  data  and  profit/sales  ratios. 
The  first  three  sets  (lines)  of  the  table  consist  of  informa¬ 
tion  from  the  samples  of  contractors  with  high  and  medium 
volume  defense  business.  They  represent,  in  order,  defense 
and  commercial  business,  defense  business  only,  and  commer¬ 
cial  business  only  of  the  sample  companies.  Defense  business 
includes  both  prime  and  subcontract  business.  The  fourth 
set  of  information  in  Table  III-l  is  taken  from  FTC/SEC  re¬ 
ports  and  represents  profit  as  a  %  of  sales  for  the  six  FTC/ 
SEC  durable  goods  categories  whose  products  are  most  compara¬ 
ble  to  those  ordinarily  procured  by  the  DoD. 

The  years  1958-1966  are  covered.  Sales  are  shown  in 
millions  of  dollars.  Profit  as  percent  of  sales  figures  are 
averages,  weighted  on  the  basis  of  the  associated  sales. 

B.  PROFIT  BY  TYPE  CONTRACT 

In  Table  III-2  the  sample  defense  sales  data  of  high 
and  medium  volume  defense  contractors,  weighted  by  company 
defense  sales,  are  separated  into  categories  representing 
different  contract  type  and  contractual  arrangements. 

The  first  two  rows  of  the  table  separate  prime  contract 
sales  from  subcontract  sales.  The  third  row  shows  price- 
competitive  sales,  but  only  for  prime  contracts.  The  next 
four  rows  break  down  sales  into  the  four  most  common  contract 
types:  CPFF,  CPIF,  FPI ,  and  FFP.^  Of  the  four  types,  only 
FFP  is  separated  into  prime  and  subcontract  business.  The 
CPFF,  CPIF,  and  FPI  data  include  only  small  amounts  of  sub¬ 
contract  dollars. 


Fixed  price  redeterminable  sales  are  not  included  because 
they  have  been  decreasing  continually  in  amount  and  now  repre¬ 
sent  a  very  small  percentage  of  total  DoD  business. 
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Some  companies  were  unable  to  provide  data  broken  out  in 
the  form  required  for  presentation  in  this  section.  For  ex¬ 
ample,  while  all  of  the  companies  separated  CPFF,  CPIF,  FPI, 
and  FFP  sales,  only  16  of  the  23  high  volume  companies  and 
14  of  the  17  medium  volume  companies  provided  a  prime  vs. 
subcontract  sales  breakdown.  Hence,  prime  and  subcontract 
sales  do  not  sum  to  total  sales,  the  difference  being  the 
sales  of  the  companies  that  made  no  submission  of  the  break¬ 
down  data.  The  total  of  the  CPFF,  CPIF,  FPI,  and  FFP  sales 
shown  in  the  table  do  not  sum  to  total  defense  sales  because 
other  types  of  contracts  are  not  shown  (e.g.,  fixed-price  re- 
determinable,  labor  hours,  time  and  material,  and  facility 
contracts) . 

Contractor  identification  of  price-competitive  contracts 
did  not  correspond  to  that  of  the  Government.  To  assure  that 
data  on  price  competitive  business  correspond  to  the  DoD’s 
view  of  competition,  DoD  personnel  designated  price-competitive 
contracts  for  each  company,  and  the  company  provided  related 
data.  Data  were  received  from  only  8,  13,  and  17  contractors 
for  the  years  1958,  1959  and  1960,  respectively.  In  our  opinion 
the  significance  of  the  ratios  derived  from  these  limited  sam¬ 
ples  can  be  questioned.  In  1961,  23  contractors  furnished  data 
and  in  each  of  the  following  years  data  were  received  from  27 
(1962-64)  or  26  (1965-66)  contractors.  Several  companies  were 
unable  to  break  out  their  data  on  DoD  identified  competitive 
contracts ;  hence  the  total  amounts  reported  are  less  than  the 
total  identified  competitive  awards  to  the  sample  companies. 

It  should  be  noted  that  most  of  the  sample  companies  believed 
that  a  substantial  part  of  their  business  and  particularly  FFP 
business  was  price  competitive,  although  not  identified  as  such 
by  DoD.  The  major  portion  of  competitive  business  was  FFP,  but 
in  some  cases  other  types  (e.g.,  FPI,  FPR)  were  coded  by  DoD  as 
competitive  and  thus  are  included  in  the  totals. 


larative  Profit/Sales  Ratios 
with  High  &  Medium  Defense  Volume 
Weighted  by  Company  Sales  Volume 
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SECTION  IV 


DEPARTMENT  OF  DEFENSE  PROFIT  REVIEW  SYSTEM 


On  January  1,  1964  the  DoD  policy  relative  to  the  applica¬ 
tion  of  the  Weighted  Guidelines  (ASPR  3-808)  became  effective. 

It  has  been  DoD  policy  since  January  1964  that  the  target  profits 
in  all  negotiated  contracts  be  arrived  at  as  a  result  of  the 
application  of  this  policy.  Shortly  after  the  establishment  of 
this  policy,  the  DoD  developed  a  system  to  attempt  to  insure 
that  the  policy  was  being  implemented  as  intended.  This  syster 
requires  that  in  the  case  of  certain  negotiated  contracts,1  each 
contracting  officer  responsible  for  a  negotiation  complete  a 
form  (DD  1499) ,  reflecting  the  cost  element  weighting  that  led 
to  the  composite  negotiated  target  profit.  It  must  be  recog¬ 
nized  that  these  forms  reflect  the  negotiator's  opinion  as  to 
the  element  weighting  and  the  target  profit.  Contracts  are  not 
intended  to  be  negotiated  by  elements . 

As  of  the  close  of  FY  '67,  the  system  reflects  negotiated 
"going  in"  profits  on  contracts  totaling  $35.8  billion  which 
were  awarded  during  the  WGL  period  (FY  ’64-67)  .  For  compara¬ 
tive  purposes  (i.e.,  to  test  the  implementation  of  the  WGLs) , 

DoD  also  developed  data  on  negotiated  "going  in"  profit  rates 
for  contracts  totaling  $33.7  billion  for  the  Fiscal  Year 
1959-63  period,  i.e.,  before  the  WGLs  became  effective.  In 
essence,  the  system  to  date  reflects  what  has  happened  to  nego¬ 
tiated  target  profits  3ince  January  1964  as  compared  to  a  five- 
year  period  prior  to  January  1964. 


Reports  were  required  on  all  contracts  over  $1  million  in 
the  base  period,  1958-63.  During  the  WGL  period  1964-67,  re¬ 
ports  were  required  on  contracts  in  excess  of  $500  thousand  until 
1  July  1966,  at  which  time  the  figure  was  lowered  to  $200  thou¬ 
sand.  Certain  special  contract  arrangements,  e.g.,  personal 
services,  were  exempt.  Smaller  contract  negotiations  were 
covered  by  limited  sampling. 
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The  attached  Table  1V-1  depicts ,  by  type  contracts  a  com¬ 
parison  of  negotiated  target  profits  for  the  pre-WGL  period, 

FY  '59-63  vs.  the  WGL  period,  FY  '64-67. 

Another  feature  of  the  DoD  in-house  Profit  Review  System 
is  the  ability  of  the  system  to  reflect  earned  profits  by  in¬ 
dividual  negotiated  contracts  after  these  contracts  have  been 
completed.  Such  data  will  be  obtained  on  all  types  of  nego¬ 
tiated  contracts  other  than  firm-fixed-price  contracts. 

There  is  a  significant  average  time  lag  between  the  time 
of  contract  award  and  the  completion  of  the  contract.  At  time 
of  completion,  a  DD  Form  1500,  which  is  a  "coming  out"  form, 
and  is  the  counterpart  of  the  DD  Form  1499  or  "going  in"  form, 
is  prepared. 

Table  IV-2  is  a  reflection  of  consolidated  average  nego¬ 
tiated  profit  rates  by  type  contract  vs.  average  earned  profit 
rates  for  the  same  consolidated  contracts.  It  must  be  recog¬ 
nized  that  limited  "coming  out"  data  by  type  contract  are  avail 
able.  In  this  instance  the  table  covers  only  $11.2  billion  in 
closed  contracts,  all  of  which  were  awarded  prior  to  1  January 
1964,  These  data  do,  however,  clearly  demonstrate  the  differ¬ 
ence  between  average  negotiated  profits  and  average  earned 
profits. 

It  should  also  be  noted  that  the  average  earned  profits 
do  not  reflect  unallowable/nonrecoverable  costs.  After  con¬ 
verting  profits  on  sales  as  used  by  contractors  to  profit  on 
costs  as  used  by  DoD  it  will  be  found  that  should  average 
unallowable/nonrecoverable  costs  be  deducted  from  the  earned 
profit  averages,  the  resultant  earned  profits  are  reasonably 
comparable  with  profits  by  type  contract  as  reflected  in 
Section  III  of  this  report. 

The  purpose  in  presenting  this  brief  description  of  the 
DoD  negotiated  contract  data  is  to  distinguish  between  the 
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DoD  system  and  the  review  which  produced  this  report  as  a 
result  of  LMI  work  with  65  contractors. 

The  LMI  profit  study  task  will  require  an  increase  in 
its  analysis  of  the  consolidated  1499  and  1500  Forms  data  as 
those  data  expand.  An  improved  understanding  of  the  relation¬ 
ship  between  the  data  collected  under  the  DoD  system  and  the 
data  received  from  contractors  participating  in  this  study 
should  result. 

The  present  WGL  Profit  review  system,  while  representative 
of  negotiated  procurement,  is  not  appropriate  for  evaluating  the 
WGLs  without  further  refinement  and  analysis.  One  of  the  prob¬ 
lems  in  the  system  is  that  a  number  of  contracts  included  were 
not  based  on  the  WGLs.  Profit  by  type  contract  is  influenced 
by  types  of  work,  i.e.,  R&D  or  production.  Finally,  the  lack 
of  any  data  on  firm  fixed-price  realized  profits  precludes  a 
meaningful  analysis  of  this  type  v>ntx act.  This  is  particularly 
important  in  view  of  the  growth  of  FFP  contracting. 
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REALIZED  PROFIT  RATES  ON  COMPLETED  CONTRACTS 
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SECTION  V 


UNALLOWABLE  AND  NONRECOVERABLE  COSTS 


In  this  report,  the  profit  reported  for  defense  business 
does  not  include  costs  which  are  unallowable  or  nonrecoverable 
on  defense  contracts.  Those  costs  are  subtracted  from  sales 
revenue  along  with  allowable  costs  of  sales  so  that  commercial 
and  defense  profit  figures  are  comparable. 

Data  were  collected  on  unallowable  and  nonrecoverable 
costs,  however,  to  establish  the  amounts  of  those  costs  rela¬ 
tive  to  sales  and  profit,  as  well  as  to  establish  the  effect 
they  have  on  the  difference  between  government  data  on  nego¬ 
tiated  profit  and  contractor  data  on  realized  profit. 

Only  data  for  companies  with  medi>im  and  high  volume  defense 
business  are  included  in  this  analysis.  A  small  sampling  of  low 
volume  companies  indicates  their  unallowable/nonrecoverable  cost 
percentages  are  lower,  as  would  be  expected  from  the  fact  that  a 
smaller  portion  of  the  defense  busines?  of  low  volume  companies 
is  cost  reimbursable  or  negotiated,  and  hence  a  smaller  portion 
comes  under  Section  XV  of  the  ASPR  (Contract  Copt  Principles 
and  Procedures) , 

Of  the  40  companies  with  medium  and  high  volume  defense 
business,  32  reported  their  total  unallowable  and  nonrecover¬ 
able  costs  for  1958  through  1964,  and  37  reported  them  for  1965 
and  1966.  Twenty-two  companies  provided  a  breakdown  into  the 
categories  shown  in  Table  V-3.  This  more  detailed  breakdown 
is  shown  only  for  1965  and  1966.  It  highlights  interest,  1R&D, 
and  contributions  and  donations.  The  "Other"  category  in  the 
tables  consists  primarily  of  advertising,  unusual  amortization, 
and  entertainment  costs. 
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UNALLOWABLE  AND  NONRECOVERABLE  COSTS 


ample  of  20  High  and  12  Medium  Defense  Volume  Companies  for  1958  through 
and  14  Medium  Companies  for  1965  and  1966. 
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UNALLOWABLE  AND  NONRECOVERABLE  GOST  BREAKDOWN 

for  Companies  with  High  and  Medium  Defense  Volume* 
--  Averages  Weighted  by  Company  Defense  Sales  — 


Type  Unallowable  or 
Nonrecoverable  Cost 

Interest 

Independent  Research  & 
Development 

Contributions  and  Donations 
Other 


Total 


%  of  Defense  Sales 
196  5  1966 

0.43  0.45 


0.80  0.73 
0.05  0.04 
0.65  0.62 
1.93  1.84 


‘‘'Based  on  a  sample  of  15  high  and  7  medium  defense 
volume  companies . 


Table  V-3 


SECTION  VI 


CAPITAL  MARKET  ANALYSIS 


A  capital  market  analysis  of  companies  with  annual  total 
sales  in  excess  of  $25  million  was  performed  by  selecting  a 
sample  of  companies  that  are  listed  on  a  major  stock  exchange 
and  grouping  these  companies  as  follows : 

1.  Defense  -  Those  companies  that  are  heavily  engaged 
in  defense  business  (defense  sales  averaging  more 
than  70%  of  total  sales  in  the  years  19:>7  -  1966)  . 

2 .  Mixed  -  Those  companies  that  have  a  large  segment 
of  their  sales  in  non-defense  business  (30%  to  90% 
average  non-defense  sales  in  the  years  1957  -  1966)  . 

3 .  Commercial  -  Those  companies  whose  defense  sales 
are  consistently  less  than  10%  of  their  total  sales. 

4.  Dow  Jones  Industrials  -  30  large  companies  repre¬ 
senting  a  crc  ..tion  of  American  industry. 

Both  the  defense  and  mixed  groups  of  companies  were  ex¬ 
tracted  from  the  samples  used  in  Section  X  of  this  report. 
Companies  that  were  listed  on  major  stock  exchanges  whose  data 
submitted  to  us  represented  the  total  company  operation  were 
identified.  Of  the  40  companies  in  the  high  and  medium  defense 
volume  categories,  9  companies  submitted  data  only  for  their 
divisions  heavily  engaged  in  defense  business,  and  two  were  not 
listed  on  major  stock  exchanges.  For  the  other  29  companies, 
we  calculated  their  average  ratio  of  defense  sales  to  total 
sales  and  classified  11  companies  as  defense  companies  accord¬ 
ing  to  the  above  rules.  The  remaining  18  companies  had  varying 
defense  sales  of  10  to  70%,  and  were  therefore  classified  as 
mixed.  Inasmuch  as  our  study  started  with  1958,  the  companies 
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classified  as  commercial  (33)  we*e  selected  from  the  1958 
edition,  Fortune  500,  utilizing  all  of  the  companies  on  the 
list  that  are  included  in  the  six  durable  goods  categories 
selected  for  the  FTC/SEC  large  industry  segment  discussed  in 
Section  IX.  This  list  was  further  decreased  to  include  only 
those  companies  that  had  less  than  10%  defense  sales  through¬ 
out  the  1958-1966  time  period. 

Table  Vl-1  is  a  depiction  of  the  capital  market  perfor¬ 
mance  and  price/earnings  ratios  of  the  four  groups  -  defense, 
mixed,  commercial  and  the  Dow  Jones  industrials.  The  capital 
market  performance  assumes  an  investment  of  $1000  in  each 
group,  equally  spread  over  the  companies  in  the  group,  as  of 
1  January  1957,  and  a  similar  investment  in  each  group  as  of 
1  January  1959.  Stock  splits  and  stock  dividends  are  taken 
into  account,  and  calculations  assume  reinvestment  of  all  cash 
dividends.  The  market  value  of  the  investment  is  then  re¬ 
flected  at  each  year-end  (1957  or  1959  through  1966)  .  Similarly, 
the  price/earnings  ratios  for  each  group  are  reflected  at  each 
year-end  from  1957  through  1966. 


CAPITAL  MARKET  ANALYSIS 
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SECTION  VII 


DISCUSSIONS  WITH  DEFENSE  INDUSTRY 


A.  GENERAL 

A  review  of  the  financial  data  submitted  by  the  companies 
participating  in  this  study  led  to  the  recommendation  on  the 
part  of  Defense  management  and  the  DIAC  Subcommittee  that  LMX 
interview  some  of  these  companies  in  an  attempt  to  "get  behind" 
and  better  understand  the  reasons  for  the  profit  results  indicated 
by  the  submitted  data.  It  was  suggested  that  the  discussions 
with  the  companies  be  primarily  concerned  with: 

1.  Why  is  defense  business  profitability 
what  it  is? 

. 2.  What  defense  profit  should  be,  and 

3.  What  changes,  if  any,  should  be  made 
in  DoD  policies  and  practices  as  they 
affect  profit? 

A  guideline  for  discussion  with  the  management  of  a  few 
defense  contractors  was  developed.  Six  companies  were  inter¬ 
viewed  initially,  and  the  consolidated  results  of  the  discus¬ 
sions  were  then  reviewed  with  Defense  management  and  discussed 
with  the  DIAC  Subcommittee  members . 

Discussions  also  indicated  the  necessity  for  contractors' 
senior  management  to  devote  considerable  time  to  considering 
the  above  three  areas  of  question.  Consequently,  Appendix  B 
was  left  with  23  companies  for  their  consideration,  and  Appen¬ 
dix  C  was  developed  for  use  as  a  guide  in  discussions  to  be 
held  later  with  the  management  of  these  companies. 

Extensive  discussions  were  then  held  with  the  management 
of  the  23  companies  which  participated.  While  this  section 
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reflects  a  consolidation  of  responses  from  23  companies ,  it 
should  be  recognized  that  in  each  instance  many  persons  at 
top  management  levels  were  responsible  for  their  individual 
company's  response.  In  the  typical  interview  more  than  four 
persons  in  each  company  participated.  A  brief  recap  of  the 
results  of  those  discussions  is  reflected  in  Appendix  D. 

The  consolidated  information  and  views  received  from  the 
first  six  companies  contacted  was  virtually  the  same  as  the 
information  and  views  received  from  the  23  companies.  In  other 
words  if  the  observations  of  the  first  six  had  been  multiplied 
by  four  they  would  have  approximated  the  data  received  from  the 
23.  it  was  therefore  decided  that  this  type  discussion  with 
more  than  the  23  was  not  likely  to  lead  to  significant  addi¬ 
tional  information  or  suggestions.  ~  "  - - • 

In  developing  this  section  of  the  report,  LMI  has  confined 
its  role  to  that  of  a  summarizer  and  synthesizer  and  has  avoided 
interpretation  or  evaluation  of  the  contractors'  statements. 

B.  WHY  DEFENSE  BUSINESS  PROFITABILITY  IS  WHAT  IT  IS 

1.  Comparability  of  Defense  and  Commercial  Products 

and  Their  Profitability 

a.  Eleven  of  23  companies  produce  some  defense 
products  that  are  comparable  to  their  commercial 
products.  In  all  instances  such  comparable 
products  were  a  minor  portion  of  each  company's 
business . 

b.  The  defense  profits  are  less  than  the  commercial 
profits  per  unit  in  8  of  the  11  instances. 

2 .  Defense  vs.  Commercial  Competition 

All  23  compan^os  were  doing  both  defense  and  commer¬ 
cial  business. 
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a.  with  two  exceptions,  all  companies  doing  both 
defense  and  commercial  business  said  their  defense 
business  is  more  competitive  than  their  commercial 
business. 

b.  The  primary  reasons,  stated  in  order  of  importance, 
for  defense  competitive  profits  being  less  than 
commercial  profits  are: 

e  Severity  of  competition 
e  Higher  degree  of  unpriced  risks 
e  Lower  contractor  profit  objectives 
e  Inadequate  specifications 

e  "Buy-In"  by  interviewed  company  or  competitors 
e  Overcapacity  in  some  defense  product  line 
e  Government  bargaining  position 

c.  Twenty  of  23  contractors  bglieved  their  fixed  price 

_ _  competitive  profits  on  defense  sales  are  too  low, 

as  a  result  of  this  competitive  environment . 

d.  Nineteen  of  23  contractors  were  in  favor  of  greater 
application  of  multi-year  procurement  (MYP)  compe¬ 
tition  on  proven  items.  They  believed  that  better 
long-range  planning  would  develop  and  thereby  improve 

profits  and  production  efficiencies.  All  19  believe' 

2 

that  MYPs  should  not  be  level  priced  and  that  .im- 

3 

proved  application  of  learning  curves  in  MYP  is 
essential.  It  was  suggested  that  this  action  would 
allow  this  type  defense  business  to  be  more  com¬ 
parable  to  commercial  business . 

1ASPR  1-322. 

2 

Average  unit  prices  are  used  based  on  all  quantities  for 
ail  years  of  MYP. 

3 

Use  of  higher  unit  prices  in  early  years  and  lower  unit 
prices  in  later  years  to  reflect  efficiency  with  experience  and 
as  production  is  increased. 


Concern  was  expressed  that  many  contingencies 
(due  to  economic  conditions)  exist  in  the  de¬ 
fense  contracting  environment  causing  increased 
cost  but  not  increased  prices  because  of  in¬ 
ability  to  include  contingency  factors.  This 
situation  does  not  exist  to  the  same  degree  in 
commercial  business. 

e.  Sixteen  of  18  contractors  stated  that  their 
defense  profits  were  adversely  affected  as  a 
result  of  decisions  or  actions  within  their  own 
organizations,  primarily  caused  by  poor  estimating 
or  entering  a  product  field  for  which  they  were 
not  qualified.  It  was  noted  that  similar  poor 
decisions  are  made  in  their  commercial  business 
but  that  there  is  an  opportunity  to  recoup  on 
commercial  business  which  does  not  exist  on 
defense  business. 

f.  All  contractors  were  in  favor  of  the  sound 
application  of  life  cycle  costing  (LCC)1  in 
competition,  noting  that  much  sound  commer¬ 
cial  contracting  is  carried  on  in  a  similar 
but  less  detailed  manner.  They  believed  that 
improved  escalation  clauses2  in  the  applica¬ 
tion  of  LCC  were  essential.  They  also  recog¬ 
nized  that  DoD  was  faced  with  serious  problems 
in  developing  the  additive  LCC  factors .  The 
majority  of  contractors  mentioned  that  the 
Government  must  recognize  problems  in  de¬ 
veloping  useful  life  cycle  cost  projection 
information.  Maintenance  and  reliability 


^An  approach  for  including  estimated  operational  and  sup¬ 
port  costs  in  evaluating  proposals  for  competitive  award. 

2ASPR  7-106  and  7-107. 
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information  were  particularly  mentioned.  They 
believed  the  solutions  to  these  problems  were 
essential  for  sound  LCC  application.  Sound 
life  cycle  cost  buying,  they  believed  would: 

e  keep  less  qualified  companies  out  of  the 
competition 

e  save  government  money  and  increase  quality 

•  raise  the  profits  of  the  more  qualified 
contractors 

3 .  Prime  vs.  Subcontract  Defense  Business 

Nineteen  of  22  contractors  preferred  to  do  business 
as  prime  contractors  rather  than  as  subs.  A  few  com¬ 
panies  mentioned  that  they  believed  the  DoD  did  a  better 
job  of  surveillance  of  primes  than  the  primes  did  in 
managing  their  subs.  Primary  stated  reasons  for  wanting 
to  be  prime  contractor  were: 

e  Subs  are  required  to  meet  all  the  government 
requirements  plus  added  requirements  imposed 
by  the  prime . 

e  Better  planning  and  greater  flexibility  pos¬ 
sible  as  a  prime. 

e  Fear  of  prime  stealing  and  capitalizing  on 
technical  know-how. 


4 .  Reasons  for  Firm  Fixed-Price  (FFP)  and  Fixed-Price  (FP) 
Competitive  Profits  Being  Lower  than  Profits  on  OtSer 
Types  of  Contracts 

Nineteen  out  of  23  companies  indicated  that  they  were 
not  satisfied  with  their  FFP  profits  as  compared  with 
profits  on  other  type  contracts.  Twenty  out  of  23  were 


not  satisfied  with  FP  competitive  profits  as  compared 
with  profits  on  other  type  contracts. 
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The  primary  reasons  given  for  FFP  and  FP  competitive 
profits  being  lower  than  profits  on  all  other  type  con¬ 
tracts  in  order  of  average  importance,  were: 

e  Estimating  is  not  an  exact  science.  You  are 
seldom  accurate.  Over-optimism  frequently 
sets  in.  Losses,  which  are  not  recoupable, 
result  from  over-optimistic  price  estimating 
on  FFP  contracts.  Many  companies  were  quite 
self-critical  with  respect  to  this  point. 

e  Government  has  encouraged  competition  sometimes 
to  the  point  of  over-capacity.  "Buying-in"  on 
competitive  procurement  is  often  necessary  in 
order  to  get  in  or  stay  in  a  particular  pro¬ 
duct  line. 

•  The  volume  of  developmental  FFP  contracts  has 
increased.  Such  contracts  are  particularly 
risky.  Very  seldom  is  a  satisfactory  profit 
made  on  such  contracts. 

5.  Weighted  Guidelines 

ASPR  3-808,  the  Weighted  Guidelines,  and  their  impact 
on  defense  profits  was  discussed  in  great  detail.  The 
results  of  these  discussions  follow: 

a.  Those  contractors  who  are  familiar  with  the 
policy  set  forth  in  ASPR  3-808  are  in  favor 
of  the  policy.  This  was  discussed  with  22 
individual  contractors,  all  of  whom  believe 
the  policy  to  be  sound. 

b.  Eleven  of  21  contractors  believe  that  the 
Weighted  Guidelines  have  caused  them  to 
experience  a  wider  range  of  negotiated  tar¬ 
get  profits  than  before  the  Guidelines  were 
promulgated . 
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c.  Seventeen  of  22  contractors  were  of  the  opinion 
that  the  Weighted  Guidelines  are  resulting  in 
higher  average  negotiated  profits. 

d.  Seven  of  23  contractors  stated  that  the  Weighted 
Guidelines  recognize  past  contract  performance. 

e.  Sixteen  of  21  contractors  believe  that  the 
Weighted  Guidelines  recognize  increased  risk. 

f.  Fifteen  of  21  contractors  believe  that  the 
Weighted  Guidelines  recognize  high  technical 
skill  requirements. 

g.  None  of  the  23  contractors  believes  that  the 
Weighted  Guidelines  encourage  contractors  to 
supply  their  own  facilities. 

h.  Twenty-two  of  the  23  contractors  agreed  that 
the  Weighted  Guidelines  allow  for  insufficient 
emphasis  on  a  contractor's  capital  investment. 
Twenty-one  of  the  23  contractors  believe  that 
the  Weighted  Guidelines  are  deficient  in  that 
they  do  not  consider  volume  of  defense  business 
as  related  to  total  defense  investment. 

C.  WHAT  DEFENSE  PROFITS  SHOULD  BE 

In  discussing  the  subject  of  what  defense  profits  should 
be,  a  number  of  viewpoints  were  expressed.  Almost  every  person 
with  whom  this  subject  was  discussed  had  a  slightly  different 
idea  as  to  what  defense  profits  should  be,  particularly  when 
compared  with  commercial  profits.  Companies  found  it  difficult 
to  give  specific  answers  to  this  question.  Consequently, 
related  areas  of  discussion  were  covered. 
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a.  Eighteen  of  23  contractors  with  whom  this  subject 
was  discussed  in  detail  were  of  the  opinion  that 
managing  a  defense  company  is  more  complex  than 
managing  a  commercial  business.  These  18  con¬ 
tractors  all  have  a  significant  amount  of  both 
defense  and  commercial  business.  Five  contractors 
were  of  the  opinion  that  the  managerial  complexi¬ 
ties  were  about  the  same. 

b.  Twelve  of  23  contractors  believe  that  the  finan¬ 
cial  risks  in  doing  defense  business  are  greater 
than  in  commercial  business.  Eight  believe  that 
the  financial  risks  are  roughly  the  same,  and 
three  that  such  risks  are  less. 

c.  Nine  of  22  contractors  believe  that  they  have 
commercial  carry-over  benefits  as  a  result  of 
doing  defense  business.  Nine  of  21  contractors 
believe  that  they  have  defense  carry-over  bene¬ 
fits  as  a  result  of  doing  commercial  business. 

2 ,  Defense  Industry  Profit  Objectives 

A  few  companies  with  whom  this  subject  was  discussed 
did  not  have  explicit  profit  objectives.  Twenty  companies 
were  able  to  state  their  profit  objectives.  The  un¬ 
weighted  averages  of  these  objectives  were  as  follows; 

Profit  to  Sales  (before  tax) 

a)  Defense  average  10.4%. 

Defense  Range  7%  to  20%. 

b)  Commercial  average  16.94%. 

Commercial  range  9%  to  27.5%. 
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Profit  to  Total  Capital  Investment  (before  tax) 

a)  Defense  average  26.44%. 

Defense  range  18%  to  40%. 

b)  Commercial  average  32.14%. 

Commercial  range  20%  to  50%. 

3 .  Based  on  Total  Capital  Investment,  How  Should  Defense 

Profits  Compare  with  Commercial  Profits? 

Of  23  contractors  with  whom  this  was  discussed,  none 
was  of  the  opinion  that  defense  profits  should  be  higher 
than  commercial  profits.  Five  were  of  the  opinion  that 
defense  profits  should  be  lower.  Eighteen  believed  that 
defense  profits,  under  similar  circumstances,  should  be 
approximately  the  same. 

It  was  recognized  by  all  persons  with  whom  this  was 
discussed  that  it  is  a  practical  impossibility  to  develop 
a  system  under  which  defense  profits  could  -  year  in  and 
year  out  -  be  structured  to  approximate  commercial  profits, 
or  for  that  matter  any  given  profit  percentage. 

The  five  contractors  believing  that  defense  profits 
should  be  lower  than  commercial  profits  were  inclined  to 
think  that  such  profits  should  be  approximately  10%  lower 
than  commercial  profits.  Their  reasons  for  believing  that 
defense  profits  should  be  lower  were: 

a)  They  believe  there  is  less  financial 

risk  in  doing  business  with  the  Govern¬ 
ment.  These  contractors  emphasized  that 
the  financial  risks  in  doing  government 
research  and  development  work  are  much  less 
than  in  the  commercial  field. 

b}  Defense  industry  has  a  public  obligation 
not  to  make  more  money  on  public  funds 
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than  on  commercial  business  *  It  is  the  opinion 
of  these  contractors  that  while  comparable  pro¬ 
fits  might  be  made  in  comparable  situations, 
this  public  obligation  is  such  that  defence  in¬ 
dustry  profit,  generally  speaking,  should  be 
slightly  less  than  commercial  profit. 

D.  WHAT  CHANGES,  IF  ANY,  SHOULD  BE  MADE  IN  DoD  POLICIES  AND 

PRACTICES  AS  THEY  AFFECT  PROFIT? 

The  following  points  were  emphasized  by  the  defense  indus¬ 
try  officials  interviewed,  not  necessarily  in  order  of  importance, 
relative  to  changes  which  should  be  considered  by  Defense  manage¬ 
ment  in  the  interest  of  improved  profit  policies  and  practices. 

a.  All  23  contractors  with  whom  this  subject  was 
discussed  emphasized  the  need  for  a  continuing 
program  within  the  DoD  and  industry  to  insure 
that  the  profit  motive  is  understood.  The  need 
for  appreciation  of  the  economic  role  of  profit 
by  government  and  industry  negotiators  was 
emphasized. 

It  was  the  opinion  of  many  of  the  contractors 
that  many  government  negotiators  believe  that 
they  are  properly  performing  their  jobs  by 
reducing  contractors'  profits.  Many  managers 
stated  that  a  significant  source  or  the  problem 
relative  to  understanding  the  economic  role  of 
profit  within  DoD  may  be  at  the  first  level  of 
supervision  in  the  Department  of  Defense,  it 
was  suggested  that  first-line  supervisors  are 
highly  motivated  individuals,  often  military, 
with  limited  appreciation  of  business  and 
economics.  They  exercise  significant  influence 
on  the  negotiators  working  for  them  in  what 
they  consider  to  be  a  sound  manner  but  which  is 
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contrary  to  the  profit  and  other  procurement  poli¬ 
cies  established  at  the  Defense  management  level. 

b.  Almost  every  contractor  had  comments  relative  to 
the  role  of  the  auditor  in  the  defense  procure¬ 
ment  environment. 

None  of  these  contractors  was  of  the  opinion 
that  the  role  of  the  auditor  should  revert  to 
that  which  existed  prior  to  the  establishment  of 
the  Defense  Contract  Audit  Agency.  It  was  the 
general  opinion,  however,  that  the  audit  role 
should  be  more  clearly  defined  in  the  interest 
of  eliminating  unproductive  and  costly  cost 
analysis  and  audit  activities. 

There  was  a  widespread  general  belief  on  the 
part  of  contractors  that  since  the  establishment 
of  the  Defense  Contract  Audit  Agency,  the  auditor 
is,  psychologically  at  least,  exercising  a  degree 
of  influence  over  negotiators  that  has  never  pre¬ 
viously  been  the  case.  It  was  believed  that  this 
influence  would  increase  with  the  further  imple¬ 
mentation  of  PL  87-653. 

It  was  the  belief  of  these  contractors  that 
prenegotiation  cost  analysis  had  a  much  greater 
influence  on  the  government  negotiators'  position 
than  the  discussions  which  took  place  at  the 
negotiation.  Negotiators,  in  other  words,  are 
extremely  reluctant  to  deviate  from  the  recom¬ 
mendations  of  the  auditors. 

Ar.  opinion  was  expressed  by  several  companies 
that  the  entire  negotiation,  and  the  role  of  the 
auditor,  might  be  more  efficiently  handled  if 
contractors  were  allowed  access  to  the  factual 
portions  of  prenegotiation  cost  analysis  data 
prior  to  negotiation. 
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It  was  also  the  opinion,  as  expressed  by  a  number 
of  contractors,  that  disallowances  -  both  in  over 
head  negotiation  and  redetermination  -  have  in¬ 
creased.  A  number  of  situations  illustrating  such 
disallowances  were  described. 

c.  In  commenting  on  the  role  of  the  auditor,  unallow- 
able-nonrecoverable  cotts  were  discussed,  it  was 
the  general  opinion  of  the  23  contractors  that  the 
DoD  auditors  are  too  strict  in  applying  Section  XV 
of  the  ASPR  to  contracts  other  than  cost  type. 

d.  More  timely  contractual  coverage  was  emphasized. 

As  a  result  of  some  of  the  early  discussions  on 
this  subject  it  was  decided  later  in  the  inter¬ 
view  sessions  to  query  contractors  in  more  detail 
regarding  the  economic  impact  of  delay  in  con¬ 
tractual  coverage.  Contractors  were,  consequently, 
specifically  asked  to  identify  the  magnitude  of 
their  expenditures  as  of  the  date  of  interview, 
for  which  they  were  not  contractually  covered. 

Such  contractual  expenditures  were  defined  as: 

1)  Instances  in  which  the  contractor  had  elected 
to  start  work  prior  to  contractual  coverage. 

2)  Follow-on  business  for  a  particular  item  for 
which  he  had  not  received  coverage. 

3)  Expenses  incurred  beyond  the  funding  limita¬ 
tions  on  letter  contracts. 

4)  Expenses  incurred  byond  the  funding  limita¬ 
tions  of  incrementally-funded  programs,  and 

5)  Expenditures  for  items  requiring  support  of 
end-items  for  which  the  contractor  had  not 
been  formally,  contractually  covered,  and 
consequently  could  not  bill. 
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In  discussing  these  specific  points  with  17  contractors 
who  did  approximately  $6.5  billion  in  defense  business 
in  1966,  their  records  (as  of  the  time  of  interview) 
indicated  that  they  had  a  combined  total  of  $259.5 
million  in  expenditures  for  which  they  ^rere  not  con¬ 
tractually  covered,  or  could  not  bill.  The  contractors 
pointed  out  that  this  figure  is  higher  than  has  been 
normal  in  recent  years.  It  was  also  indicated  that,  to 
do  defense  business,  uncovered  expenditures  of  this 
nature  must  be  expected.  No  contractor  had  any  concern 
about  eventually  receiving  contractual  coverage  and 
eventually  being  reimbursed. 

e.  Progress  payments  were  discussed.  The  cash  drain  on 
contractors  due  to  expenditures  for  which  they  tempo¬ 
rarily  cannot  bill  was  used  by  many  of  the  contractors 
as  a  basis  for  suggesting  an  increase  in  fixed-price  pro¬ 
gress  payments,-  from  the  present  normal  level  of  70%^  to 
perhaps  50%.  It  was  made  clear  in  a  number  of  instances 
that  while  individual  contracts  of  a  f ixed-price-competi- 
tive  and  firm-fixed-price  type  may  have  higher  nego¬ 
tiated  individual  target  profits  than  do  CPFF  contracts, 
the  overall  movement  from  CPFF  to  fixed-price  contract¬ 
ing  has  an  adverse  impact  on  earned  profits  even  if  the 
risk  was  the  same.  Thir  results  in  part  from  a  cas* 
flow  problemm.  For  example,  100%  Of  costs  incurred  can 
be  received  immediately  on  cost-type  contracts.  Approxi¬ 
mately  70%  of  costs  can  be  billed  on  fixed-price  con¬ 
tracts.  There  is  a  billing  and  payment  delay,  however, 
experienced  under  a  fixed-price  contract  that  is  not 
the  case  under  a  CPFF  contract.  Financing  FP  contracts 
requires  added  capital,  often  borrowed,  which  reduces 
profits . 


Customarily,  DoD  contracts  provide  for  progress  payments  of 
70%  of  costs  incurred.  There  are  exceptions,  some  of  which  in¬ 
volve  very  large  contracts,  where  payments  up  to  90%  of  costs 
are  made. 
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f.  Several  companies  mentioned  that  DoD  should  redefine 
the  use  of  cost  vs.  fixed-price  type  contracts. 

These  contractors  mentioned  that  the  heavy  emphasis 
on  fixed-price  contracts  has  led  to  the  extensive 
application  of  such  contracts  to  developmental  pro¬ 
curement.  In  a  number  of  such  procurements,  con¬ 
tractors  have  been  most  uncertain  in  their  pricing. 
Extensive  overruns  are  said  to  have  consequently 
developed.  They  believe  that  in  some  instances,  this 
situation  may  be  adversely  affecting  the  quality  of 
the  end  product  delivered  to  the  DoD. 

It  was  also  the  general  opinion  of  contractors  that 
the  original  developer  for  a  new  item  should  receive 
-  either  as  a  part  of  the  developmental  contract  or 
as  a  separate  contract  -  the  first  production  award 
for  the  item.  It  was  argued  that  many  of  today's 
competitive  problems  could  be  avoided  by  such  a 
policy  in  that  the  developer  would  have  to  prove  the 
usefulness  of  his  developmental  data,  and  qualify  the 
initially-p  *uced  product  before  the  product  was 
opened  to  competition. 

g.  Escalation  clauses,  learning  curves  and  level  pricing 
as  applicable  to  today's  contracting  environment  were 
discussed  by  a  number  of  companies.  There  was  a  broad 
consensus  that  level  pricing  in  some  multi-year  pro¬ 
grams  is  forcing  the  contractor  to  increase  his  cost 
estimates  in  the  interest  of  minimizing  his  contin¬ 
gent  liabilities.  Such  increased  liabilities  are 
believed  in  tome  instances  to  have  led  to  increased 

cost  to  the  Government.  It  was  suggested  that  in- 

! 

creased  application  of  cost  learning  curves  should 
be  applied  to  competitive  multi-year  procurement  for 
billing  purposes  and  in  the  event  of  termination. 
Pricing  could  then  be  on  a  level  basis.  It  was  also 
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suggested  that  escalation  clauses  be  developed  for 
application  where  appropriate.  Such  need  would  be 
particularly  applicable  to  longer  term  contractual 
arrangements  and  for  periods  involving  potential  large 
economic  changes. 

h.  While  all  contractors  were  in  accord  with  the  policy 
stated  in  3-808  of  the  ASPR  (the  Weighted  Guidelines) 
it  was  their  general  belief  that  an  increased  and 
improved  application  of  the  WGL's  at  the  working  level 
was  needed.  This  thinking  was  summarized  in  B.5.,  above. 
Several  contractors  mentioned  that  they  have  experienced 
a  recent  deterioration  in  the  application  of  the 
Weighted  Guidelines  that  is  leading  to  lower  negotiated 
profits . 

Several  contractors  mentioned  that  any  changes  in  the 
WGL's  should  be  thoroughly  tested  before  implementation, 
their  general  belief  being  that  changes  might  have 
greater  negative  impact  than  positive  impact.  It  was 
also  mentioned  that  no  one  element  of  the  WGL's  should 
be  modified  without  considering  the  interdependency  of 
all  elements. 

Several  features  of  the  WGL's  were  suggested  for  modi¬ 
fication  consideration.  These  were: 


1)  After  careful  consideration  of  the  mechanics 
of  application  and  assuming  that  a  workable 
method  can  be  developed,  the  WGL's  should  be 
modified  to  give  greater  consideration  to  a 
company's  volupne  and  capital  investment. 

2)  Greater  weight,  both  negative  and  positive, 
should  be  given  to  government-owned  vs.  con¬ 
tractor-owned  facilities. 

3)  Several  contractors  mentioned  that  when  nego¬ 
tiating  contracts  they  find  themselves  much 
more  concerned  with  the  contract  ceiling  than 
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with  the  target.  It  was  consequently  suggested 
that  consideration  be  given  to  modifying  the 
WGL's  to  reflect  the  difference  between  the 
ceiling  and  the  target  in  an  increased  or  de¬ 
creased  negotiated  target  profit,  the  thought 
being  that  the  present  target/ceiling  relation¬ 
ship  is  not  adequately  related  to  a  considera¬ 
tion  of  the  contractor's  risk. 

4)  A  few  contractors  suggested  that  greater  con¬ 
sideration  should  be  given  in  the  WGL's  to 
contingencies  which  threaten  contractor's 
costs,  i.e.,  areas  of  cost  over  which  contrac¬ 
tors  have  no  control. 

5)  A  few  contractors  suggested  that  contractors 
should  be  informed  by  the  government  negotia¬ 
tors  of  the  cost  weighting  given  by  the  nego¬ 
tiator  to  the  individual  cost  elements. 

6)  In  view  of  the  increased  cost,  particularly 
caused  by  a  cash  flow  slowdown  resulting  from 
the  movement  from  cost-type  to  fixed-price 
type  contracting,  a  few  contractors  suggested 
that  the  WGL's  should  be  modified  to  allow 
for  a  slight  reduction  in  cost-type  negotiated 
target  profits,  and  a  significant  increase  in 
fixed-price  type  negotiated  target  profits, 

i.  There  was  a  general  opinion  on  the  part  of  the  contrac¬ 
tors  that  there  is  some  confusion  regarding  ASPR  1-311 
(Bidding  Less  than  Cost) ,  and  more  generally  known  as 
"Buy-In."  Most  contractors  are  of  the  opinion  that 
buy-in  should  be  discouraged.  All  contractors  believed 
that  buy-in  should  be  strongly  discouraged  on  cost- 
type  contracting.  It  is  the  general  opinion  that 
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cost-type  contracting  should  not  be  used  when  price 
is  of  paramount  importance. 

Approximately  two-thirds  of  the  companies  were  of 
the  opinion  that  the  Government  contributes  to  buy- 
in.  This  is  frequently  caused  by  insufficient 
funds  to  accomplish  the  work  required.  Contract 
definition  was  cited  as  a  form  of  buy-in  when  in¬ 
adequate  or  insufficient  funding  was  available.  A 
number  of  companies  mentioned  that  government  nego¬ 
tiators  frequently  make  funding  limitation  information 
available  to  contractors .  This  consequently  affects 
proposals  and  causes  buy-ins . 


|  While  the  majority  of  contractors  believe  buy-in 

I  should  be  discouraged,  they  also  recognize  that 

§  occasions  frequently  arise  for  absorbing  fixed  costs 

or  utilizing  idle  facilities.  Where  that  is  the  case 
|  under  a  fixed-price  environment,  the  majority  of 

|  contractors  believe  that  buying  in  cannot  be  pre- 

|  vented.  It  was  the  management  opinion  of  several 

ft- 

f  contractors  that  under  circumstances  where  buy-in 

l  is  intentionally  planned,  it  would  be  desirable 

|  for  companies  to  include  a  plan  for  future  recovery 

of  costs,  or  to  depict  the  logic  of  their  management 

'4 

E.  decision  to  buy-in  as  a  part  of  their  proposal. 


E.  UNSOLICITED  COMMENTS  OF  DEFENSE  INDUSTRY 

A.  through  D.  above  relate  to  "Planned  Discussions  with 
Defense  Industry,"  and  cover  the  results  of  structured  inter¬ 
views  with  officials  of  defense  companies  who  had  an  oppor¬ 
tunity  to  prepare  themselves  for  the  interviews.  As  we  have 
indicated,  LMI  believes  that  the  views  summarized  in  A.  through 
D.  are  generally  representative  of  defense  industry  as  a  whole. 
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In  contrast  to  A.  through  D. ,  the  following  paragraphs  of 

this  Section  VII  are  the  result  of  LMI's  efforts  to  record  and 

summarize  the  unsolicited  views  and  comments  made  by  contractors 
throughout  this  study.  This  material  was  not  systematically 
gathered  and  assembled  as  was  that  contained  in  A.  through  D. ; 
at  the  same  time  it  is  broader  in  scope  and  reflects  the  re¬ 
peated  comments  of  many  of  the  senior  management  people  in  over 
100  defense  contractors  contacted  throughout  this  study.  The 
material  came  to  us  in  various  forms,  i.e.,  letters,  during 
visits,  and  in  telephone  conversations.  We  believe  that  it 
can  be  useful  to  the  Government  and  to  industry  alike. 

The  role  of  LMI  in  the  preparation  of  this  portion  of  this 

Section  was  as  nearly  as  possible  the  same  as  that  performed  in 
A.  through  D.,  i.e.,  a  summarizer  and  synthesizer  only. 

Some  of  these  comments  may  not  be  representative  of  defense 
industry  generally.  They  are  summarized  to  help  in  identifying 
potential  problem  areas  and  areas  for  further  analysis,  rather 
than  as  generally  held  industry  views. 

Some  of  the  matters  mentioned  which  may  warrant  further 
analysis  were: 

1.  Gaps  in  the  implementation  of  DoD  policy  at  the  opera¬ 
ting  level.  This  was  particularly  noted  in  connection 
with  discussions  of  the  Weighted  Guidelines  profit 
policy. 

2.  Concern  that  DoD,  in  shifting  to  higher  risk  con¬ 
tracting,  will  not  follow  through  by  diminishing  con¬ 
trols  in  the  high  risk  environment.  Also,  that  DoD 
personnel  will  not  recognize  that  high  risks  will 
result  in  some  high  profits  as  well  as  some  large 
losses . 

The  high  cost  of  proposal  preparation,  absorbing  much 
of  a  company's  better  technical  talent.  Such  exten¬ 
sive  costs  are  incurred  by  the  unsuccessful  bidders, 
as  well  as  the  successful  ones. 


3. 
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4.  Time  delays  in  consumating  contracts. 

5.  Industry  is  not  being  kept  advised  in  a  timely  fashion 
of  changing  requirements  so  that  industry  can  plan  for 
future  work  on  a  reasonably  economical  basis. 

6.  Premature  price  competition  of  complex  items. 

7.  The  tendency  of  requests  for  data  and  adoption  of 
various  management  systems  to  force  technical  and 
management  conformity  among  contractors. 

8.  increasing  unallowable-nonrecoverable  costs  in  con¬ 
nection  with  Contract  Definition. 

9.  The  effect  on  fixed-price  negotiations  of  using  over¬ 
head  rates  which  reflect  unallowable-nonrecoverable 
costs  because  the  overhead  rates  were  developed  for 
use  in  cost-type  contracts. 

10.  The  DoD  policy  requiring  contractors  to  invest  in 
facilities  and  equipment  has  brought  about  an  increase 
in  capital  investment  without  compensating  profit 
considerations . 

11.  Competitive  advantages  which  have  accrued  to  some  con¬ 
tractors  as  the  result  of  distribution  of  government- 
owned  facilities  among  contractors. 

12.  The  high  costs  to  subcontractors  of  preparing  initial 
proposals  and  subsequent  proposals,  often  to  competing 
prime  contractors,  as  the  result  of  resolicitation. 

Many  of  these  contractors  made  observations  regarding  the 
conduct  of  this  study.  Some  of  them  follow: 

1.  The  FTC-SEC  Quarterly  Financial  Report,  as  modified, 
presents  the  best  possible  comparative  data  although 
it  cannot  be  considered  completely  comparable.  Any 
specially  structured  comparative  data  would  probably 
not  be  more  useful. 


The  planned  consolidation  of  defei.se  financial  data 
is  possibly  the  best  possible  approach.  It  must  be 
recognized,  however,  that  we  defense  contractors  come 
from  many  industries.  Financial  data,  consequently, 
will  be  somewhat  different  in  shipbuilding,  aircraft, 
electronics,  motor  vehicles,  etc.,  type  industries. 

It  might  be  desirable,  eventually,  to  develop  the 
approach  to  recognize  these  different  industries. 

Return  on  investment  data  cannot  be  utilized  as  a 
beneficial  management  tool  without  the  jeopardy  of 
misinterpretation  and  unsound  conclusions.  Such 
data  can  lead  to  unsound  conclusions  when  compared, 
added,  or  averaged.  These  data  are  best  utilized 
on  an  individual  company  or  division  basis,  by  com¬ 
pany  management  who  have  an  intimate  knowledge  of 
the  company. 

The  sensitivity  of  our  financial  data  cannot  be  over¬ 
emphasized.  If  improperly  used  or  disclosed,  it 
could  be  most  embarrassing. 

This  profit  study  has  been  extremely  beneficial  to 
us.  It  has  caused  us  to  take  a  look  at  ourselves 
in  a  way  that  heretofore  had  not  been  the  case. 

We  were  concerned  about  the  study  initially  but 
now  are  most  happy  that  we  elected  to  participate. 


SECTION  VIII 


OBSERVATIONS,  CONCLUSIONS  AND  FUTURE  PLANS 
A,  GENERAL 

A  significant  shift  in  the  mix  of  business  performed  by 
defense  contractors  has  taken  place  over  the  period  covered 
by  this  study.  About  70%  of  these  companies'  business  was 
defense  in  1958.  Less  than  half  of  their  business  is  presently 
defense-.  Over  60%  of  their  profits  came  from  defense  in  1958. 
Over  60%  of  their  profits  now  come  from  their  commercial  busi¬ 
ness.  A  capital  market  analysis  (see  Section  VI)  indicates 
that  the  attractive  companies  in  the  eyes  of  the  average  stock¬ 
holder  are  the  mixed,  often  conglomerate,  type  organizations. 
Such  companies  will  have  options  on  where  to  apply  their  re¬ 
sources  beyond  those  available  to  companies  performing  primarily 
for  defense.  Such  companies'  profits  are  also  less  affected  by 
DoD  procurement  policies  and  less  vulnerable  to  the  shifts  in 
volume  and  character  of  Defense  hardware  acquisition. 

As  stated  in  the  ASPR,  if  profit  opportunities  are  not 
adequate,  the  best  industrial  capabilities  will  be  driven  away 
from  the  defense  market.  The  underlying  purpose  of  this  study 
was  to  provide  visibility  over  contractors'  actual  profits,  with 
particular  emphasis  on  profits  on  firm  fixed-price  defense  con¬ 
tracts,  so  as  to  assist  DoD  top  management  in  their  evaluation 
of  the  adequacy  of  defense  profits. 

Of  the  various  comparative  ratios  used  in  this  report  it  is 
our  opinion  that  the  most  significant  single  index  is  one  that 
measures  after-tax  profit  on  total  capital  investment.  (See 
Chart  1-1)  .  It  is  to  this  index  that  we  address  these  general 
comments . 
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Industry  profits  can  be  looked  at  from  two  perspectives. 

One  perspective  is  to  look  at  profits  for  a  single  year  and 
make  comparisons  among  defense  profits,  the  profits  on  the 
commercial  business  of  defense  contractors,  and  the  profits 
of  a  comparable  industry  segment  such  as  the  FTC-SEC  sample 
companies .  The  second  perspective  involves  examination  of 
profits  over  a  span  c.i  years.  The  two  perspectives  are  inter¬ 
related,  the  one  beirg  a  vertical  and  the  other  a  horizontal 
picture  of  the  same  data.  Evaluation  of  profit  policies  will 
require  analysis  from  both  viewpoints. 

When  one  views  profits  from  the  first  perspective  one  finds 
that  in  each  of  the  early  four  years  of  this  study,  1958-61, 
defense  after-tax  profits  as  a  per  cent  of  total  capital  were 
higher  than  the  commercial  profits  of  these  companies  and  higher 
than  the  profits  of  the  FTC-SEC  sample  companies.  In  each  of 
the  next  five  years,  1962-66,  the  reverse  was  true;  i.e.,  defense 
profits  were  lower  than  both  of  the  other  two  categories. 

The  single  year  pictures  become  more  meaningful  when  profits 
are  viewed  from  the  other  perspective,  that  is,  over  time. 

During  the  period  from  1958  through  1967  commercial  profits  of 
defense  contractors  and  profits  of  the  FTC-SEC  companies  have  a 
strong  upward  trend.  Over  the  same  period  defense  profits  show 
a  decline.  When  a  shorter,  but  more  recent  period  of  time  is 
used  for  this  examination,  namely  1962  through  1967,  the  defense 
trend  is  not  so  obvious — it  appears  to  have  flattened.  However, 
over  that  same  shorter  span  of  time  the  commercial  and  FTC-SEC 
profit  ratios  continued  their  increase.  The  effect  was  a  wid¬ 
ening  of  the  gap  between  defense  profits  and  profits  in  the 
other  two  categories. 
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B.  INEQUITIES  IN  THE  WEIGHTED  GUIDELINES  METHOD 

The  method  by  which  DoD  profit  objectives  are  computed  has 
resulted  in  some  inequity.  The  traditional  system  of  establish¬ 
ing  profit  objectives  does  not  give  adequate  consideration  to 
differences  in  contractors'  investment  opportunities  or  require¬ 
ments  or  to  changes  in  investment  requirements  over  a  period  of 
time.  Chart  1-4  shows  the  distribution  curve  of  capital  turnover 
of  the  sample  companies.  Applying  nearly  equal  profit  rates  to 
the  costs  of  all  contractors  without  regard  to  their  different 
places  on  the  curve,  results  in  a  wide  disparity  among  these  con¬ 
tractors  in  return  on  capital.  A  restructuring  of  the  Weighted 
Guidelines  method  to  give  greater  consideration  to  contractor 
investment  is  considered  a  needed  first  step  toward  correcting  a 
significant  portion  of  this  inequity.1 

C.  INCREASED  CAPITAL  REQUIREMENTS  -  PROGRESS  PAYMENTS 

Capital  requirements  for  contractors  have  increased  more 
rapidly  than  their  defense  sales.  Although  this  reflects  in  part 
the  DoD  emphasis  on  reducing  the  amount  of  facilities  furnished 
to  contractors  and  in  part  the  breakout  program,  it  appears  that 

the  major  impact  was  due  to  the  shift  from  cost  reimbursement  con- 

\  •  -> 

tracts  to  fixed-price  contracts.  During  the  period  June  30,  1965 
through  June  30,  1967,  DoD  increased  its  outstanding  progress  pay¬ 
ments  to  all  contractors  by  $3,221  million.  This  increase  was 
caused  by  the  high  volume  of  procurement  during  the  period  which 
was  placed  under  fixed-price  type  contracts.  Since,  under  this 
type  of  contract,  the  DoD  puts  up  less  than  100%  of  the  contractors' 


A  recent  LMI  report,  "Weighted  Guideline  Changes  and  Other 
Proposals  for  Incentives  for  Contractor  Acquisition  of  Facilities," 
recommended  restructuring  of  the  guidelines  to  give  greater  con¬ 
sideration  to  contractor  investment.  (LMI  Task  66-12)  (Defense 
Documentation  Center  No.  AD  660388) . 


67 


costs,  contractors  must  finance  the  balance.  The  contractors' 
share  in  these  costs  increased  by  $905  million  during  the  same 
two-year  period.  Under  cost-reimbursement  contracts,  the  DoD 
would  have  absorbed  virtually  100%  of  the  increase. 

LMI  made  a  limited  analysis  to  determine  the  impact  on 
the  high  and  medium  volume  companies  if  DoD  progress  payments 
on  fixed-price  contracts  were  to  be  increased  from  7)%  to  90%, 
Overall,  the  impact  on  all  these  companies  on  a  weighted  average 
basis  would  be  a  10%  increase  in  the  rate  of  profit  to  total 
capital  investment.  However,  if  the  sample  companies  are  sepa¬ 
rated  into  those  which  have  profit/TCI  ratios  under  20%  and 
those  which  have  profit/TCI  ratios  over  20%,  it  will  be  found 
that  the  lower  profit/TCI  companies  would  benefit  most  from  in¬ 
creased  progress  payments.  The  two-thirds  of  the  companies  that 
earn  below  a  20%  rate  on  TCI  would  increase  their  profit/TCI 
ratio  45%  more  than  the  companies  above  the  20%  profit/TCI 
ration. 

The  matter  of  progress  payments  is  being  examined  in  detail 
by  a  DIAC  working  group.  The  Air  Force  is  developing  a  mathe¬ 
matical  model  attempting  to  depict  information  dealing  with  con¬ 
tractors'  capital  requirements  under  present  customary  rates  of 
progress  payments  versus  various  possible  changes  in  progress 
payments.  While  it  is  the  opinion  of  LMI  that  the  impact  of 
possible  changes  in  progress  payments  should  be  thoroughly  ex¬ 
plored,  it  is  also  the  opinion  of  LMI  that  the  standard  rate  of 
progress  payments  should  reflect  the  substantial  change  in  types 
of  contracts  that  has  taken  place  over  the  past  several  years. 
Also,  any  consideration  of  an  increase  in  progress  payments  to 
high  and  medium  volume  companies  should  take  into  accouttt  the 
desirability  of  increasing  the  "flow-down"  of  progress  payments 
to  some  subcontractors . 
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D.  UNALLQWABLE/NONRECOVERABLE  COSTS 

Contractor  data  show  that  40%  of  the  present  unallowable 
and  nonrecover able  costs  are  for  disallowed  IRSD.  DoD  has  under 
consideration  proposals  for  revision  of  the  XR&D  and  Bid  &  Pro¬ 
posal  Cost  Principles.  A  principal  feature  of  the  revisions  is 
a  policy  of  control  through  ceilings  negotiated  under  advance 
agreements.  Contractors  would  absorb  all  costs  above  the  ceilings 
but  would  not  share  in  costs  below  ceilings  as  they  have  in  the 
pa3t.  LMI  endorses  this  policy. 

Consideration  should  be  given  to  modifying  the  present  DoD 
policy  of  funding  contract  definition  contracts.  The  modifica¬ 
tion  should  consider  permitting  costs  in  excess  of  reimbursements 
under  contracts  for  contract  definition  to  be  chargeable  to 
contractor  overhead  (e.g.,  bid  and  proposal  or  IRtD)  rather  than 
directly  to  profit.  Contract  definition  contracts  are  of  the 
nature  of  limited  expense  reimbursements  and  the  overruns  are 
not  contract  losses  in  the  normal  sense  of  the  word. 

The  difficulties  of  fully  funding  contract  definition  con¬ 
tracts  are  partially  caused  by  the  varying  requirements  of  the 
participating  contractors,  and  the  tendency  to  fund  each  contractor 
equally.  The  pressure  on  the  contractors  to  expand  the  contract 
definition  work  in  the  interest  of  successful  marketing  is  another 
factor  which  makes  "full  funding"  difficult  to  define.  However, 
it  is  not  unreasonable  to  expect  that  DoD  can  arrive  at  a  fair  con¬ 
tract  definition  estimate  for  supporting  the  contractor  of  average 
capability.  This  would  force  some  contractors  to  spend  more  than 
the  estimate  to  bring  their  capabilities  up  to  the  average.  Since 
the  average  contractors  would  have  attained  their  state-of-the-art, 
presumably  under  their  IR&D  or  B&P  programs,  the  additional  costs 
of  other  contractors  should  be  considered  as  comparable  XR&D  or  as 
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unsolicited  bid  and  proposal  expense.  Inclusion  of  such  overruns 
in  overhead  would  place  these  costs  under  the  normal  ceiling  con¬ 
trols  (IRStD  or  B&P)  which  would  upply  if  there  were  no  contract 
definition  contract. 

E.  FIRM  FIXED-PRICE  <FFP)  CONTRACTS 

In  discussions,  contractors  have  consistently  cited  increases 
in  price  competition  and  the  greater  use  of  firm  fixed-price  (FFP) 
contracting  as  the  factors  having  the  greatest  negative  impact  on 
defense  profit  in  recent  years.  The  data  assembled  in  this  review 
support  these  contractors'  statements.  Contractors  also  say  that 
the  number  of  bidders  is  increasing  while  the  contracts  are  getting 
larger  in  size  but  smaller  in  number.  They  have  acknowledged  cases 
of  poor  estimating  on  their  part  on  fixed-price  business,  but  have 
stated  that  in  some  cases  the  under  pricing  was  caused  by  the  use 
of  fixed-price  contracts  for  development  efforts.  Questioning  on 
this  point  established  that  of  the  large  number  of  FFP  contracts, 
there  have  been  a  small  number  of  cases  of  fixed-price  contracts 
on  which  large  losses  were  incurred.  This  small  number  of  contracts 
has  had  a  large  negative  impact  on  the  profits  of  the  companies  in¬ 
volved  and  on  average  profits  of  the  sample. 

The  effect  of  price  competition  on  defense  profits  raises 
complex  questions  as  to  the  consequences  of  price  competition. 

These  are  problems  which  DoD  alone  may  not  be  capable  of  solving. 

It  is  already  DoD  policy  to  discourage  "buying-in"  and  "cut-throat" 
competition  which  could  lead  to  virtual  monopoly.  Nevertheless, 
it  appears  that  some  loss  and  low  profit  contracts  are  the  result 
of  pricing  and  bidding  decisions  by  competent  contractors.  Man¬ 
agement  decisions  are  not  always  simple;  on  the  contrary,  they  are 
usually  complex.  The  choice  of  minimum  return  on  one  contract  may 
be  part  of  a  decision  for  maximum  profit  on  total  business.  Al¬ 
though  questionable  estimates  based  on  lack  of  information  can  be 
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improved  through  better  definitions  by  both  DoD  and  industry, 
the  responsibility  for  low  profits  on  competitive  procurements 
rests  heavily  on  the  shoulders  of  the  contractors  involved. 

This  area  is  deserving  of  further  study  and  analysis .  However, 
we  believe  that  there  has  been  so  much  emphasis  on  the  use  of 
firm  fixed-price  contracts  that  this  type  of  contract  has  some¬ 
times  been  used  injudiciously.  Improved  criteria  should  be  pro¬ 
vided  to  DoD  personnel  for  the  use  of  firm  fixed-price  contracting 
particularly  in  regard  to  the  feasibility  of  reasonable  cost 
estimating.  Similarly,  defense  contractors  should  be  cautioned 
to  give  as  much  attention  to  their  ability  to  perform  at  the 
estimated  costs  as  they  give  to  their  competitive  desire  to  obtain 
a  contract. 

F.  FUTURE  PLANS 

This  report  consists  primarily  of  a  presentation  of  data 
which  are  yet  to  be  analyzed  in  depth.  The  distribution  of  this 
report  will  provide  the  basis  for  LMX  to  obtain  feedback  from  DoD, 
industry,  and  other  organizations  and  individuals,  which  will 
form  the  basis  for  better  understanding  of  the  data  and  of  the 
causes  of  the  ratios  and  trends. 

This  LMI  task  provides  for  updating  the  report  by  extendiftg 
the  basic  data  through  1967.  An  in-depth  analysis  by  LMI  of  all 
phases  of  the  updated  study  should  be  the  primary  part  of  the 
future  effort.  It  is  also  apparent  that  certain  areas  are  de¬ 
serving  of  more  intense  study. 

Some  additional  breakdown  of  the  data  on  contractors '  capi¬ 
tal  investment  is  required  for  evaluation  of  proposed  changes 
to  profit  policies  to  recognize  the  impact  of  portions  devoted 
to  facilities  apart  from  those  related  to  working  capital. 


Further  analysis  of  the  data  output  of  the  DoD  Internal  Pro¬ 
fit  Review  System  is  required.  Consideration  should  be  given  to 
obtaining  additional  data  on  firm  fixed-price  negotiated  contracts, 
which  will  permit  better  analysis  of  the  application  of  the  Weighted 
Guidelines  to  this  contract  type.  An  improved  segregation  of 
competitive  contracts  would  assist  in  satisfying  this  require¬ 
ment  and  at  the  same  time  lead  to  better  understanding  the 
problems  that  are  believed  to  have  arisen  under  some  of  the 
competitive  procurements. 


